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Abstract 
Chile and Colombia are two prosperous economies among the main FDI recipients in 
Latin America.  Both countries underwent structural reforms that favored the entrance 
of transnational corporations and liberalized the economies.  Considering that FDI flows 
have been largely resource-seeking and market-seeking it seems that the main driver of 
FDI in these two countries, besides their resource endowment, is economic growth.  The 
document explores the hypothesis of growth-driven FDI carrying out cointegration and 
Granger causality tests at aggregate and sector levels.  After the introduction, Chapters 2 
and 3 present the evolution of world FDI flows and a literature review. Chapters 4 and 5 
discuss the policy framework in Latin America and the evolution of FDI in Chile and 
Colombia.  Finally, Chapter 6 presents the estimations and Chapter 7 the conclusions.  
The findings of the analysis suggest a long-term relationship between FDI and growth 
and validate the hypothesis of growth-driven FDI at the macroeconomic level.  
However, at the sector level the existence of a long run cause-effect relationship cannot 
be established in most of the cases. Regarding the direction of Granger causality at this 
level results are heterogeneous across sectors.  The main conclusion of the thesis is that 
economic growth does Granger cause FDI at the aggregate level, but at the sector level 
the causal linkage seems not to be direct. 
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Kurz-Zusammenfassung 
Chile und Kolumbien sind zwei aufstrebende Volkswirtschaften die zu den 
Hauptempfängern von ausländischen Direktinvestitionen (FDI) in Lateinamerika 
zählen.  Beide Ländern führten wesentliche strukturelle Reformen welche den Zuzug 
von multinationale Unternehmen und di Liberalisierung der Wirtschaft begünstigten. 
Der grösste Teil der FDI-Zuflüsse in diesen Ländern war “resource-seeking” und 
“market-seeking”, daher könnte man sagen, dass das Hauptinvestitionsmotiv, 
abgesehenvon den Bodenschätzen, das Wirtschaftswachstum war.  Mit Hilfe von 
Kointegrations- und Granger Kausalitäts-Analysen untersucht diese Dissertation die 
Hypothese der “growth-driven” FDI auf gesamtwirtschaftlicher und sektoreller und 
Sektoren Ebene.  Nach der Einführung, präsentieren Kapiteln 2 und 3 die Entwicklung 
von FDI-Flüsse weltweit sowie einen Literaturüberblick.  Kapitel 4 und 5 sprechen über 
die ökonomischen und politischen Rahmenbedingungen und die Entwicklung der FDI 
in Chile und Kolumbien.  Schliesslich, präsentiert Kapitel 6 die eigenen 
ökonometrischen Schätzungen,  Kapitel 7 bringt die Schlussfolgerungen.  Die 
Ergebnissen der Analyse bestätigen die überprüfte Hypothese der “growth-driven” FDI 
auf der makroökonomischen Ebene. Jedoch, auf der Sektorenebene konnte in den 
meisten Fällen kein Kausalzusammenhang festgestellt werden.  Und noch dazu schien 
die Richtung der Kausalität zwischen den Sektoren heterogener zu sein.  Die 
Hauptschlussfolgerung der Dissertation ist, dass das Wirtschaftswachstum auf 
aggregierter Ebene “Granger-kausal” für FDI ist, obwohl auf der Sektorenebene der 
Kausalzusammenhang nicht direkt zu sein scheint. 
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1. Introduction 
 
With the collapse of Bretton Woods in 1973 the world economy started a transformation 
process that led to significant changes in the international economic order, especially in 
cross-boarder capital flows.  As a consequence, international production structures 
accommodated to new globalizing forces and, thus, transnational corporations (TNCs) 
became key actors in an integrating economy.  They have been both agents and part of 
that transformation.  The facilitation of cross-boarder movements of goods and capital 
through the reduction of trade barriers and the promotion of financial liberalization, not 
only helped increase the levels of international trade, but also changed the composition 
of international capital flows, especially in developing countries (R. Kozul-Wright and 
R. Rowthorn, 1998). 
 
According to S. Lall there are other important factors that changed the role of FDI in 
development strategies and increased its importance in the developing world.  Besides 
success stories in FDI-led growth strategies in developing economies some of the 
factors are: improved bargaining abilities of developing countries vis-à-vis TNCs, better 
absorption capabilities for new technologies; changes in TNCs patterns of behavior, the 
acceleration of technological change and high costs of innovation, and the emergence of 
integrated production structures (S. Lall, 2000). 
 
With respect to the developing world, during the 1970s and 1980s the small portion of 
FDI channeled to those counties mostly engaged in productive activities meant to skip 
trade barriers or to exploit natural resources.  Liberalizing reforms initiated in the 1980s, 
among other factors, contributed to turn developing countries into more interesting 
alternatives to undertake foreign direct investment (FDI).  Since then an important part 
of foreign investments started to be carried out in manufacturing and service sectors not 
only to supply domestic demands, but also to take advantage of strategic locations to 
better serve both regional and world markets. 
 
In the concrete case of Latin America, in the 60s and 70s foreign direct investors came 
to the region to skip the restrictions imposed by governments applying import 
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substituting policies.  At that time, although TNCs engaged in the manufacturing sector, 
most investments were channeled to extractive industries. During the 1980s FDI flows 
to the region experienced a phase of lethargy as a result of the debt crisis.  It was just 
until the early 1990s that foreign capital flows started to flourish again. After the 
generalized economic crisis of the 1980s the macroeconomic stabilization and economic 
recovery was accompanied by massive liberalization and privatization processes. In 
Latin America structural reforms were very important to recover investors’ confidence 
and attract foreign capital back into the region (ECLAC, 2005).   
 
Currently most developing countries, including Latin America, are making significant 
efforts to attract foreign direct investment to boost their economies.  Governments are 
assuming that large amounts of FDI will turn into economic growth.  However, 
considering that there is no conclusive evidence on the direction of causality between 
these two variables, it is worth enquiring once again on the matter of causality.   
 
In line with the above, and undertaking a country-by-country analysis, this work intends 
to contribute to the understanding of the causal relationship between FDI and growth in 
Chile and Colombia.  For this purpose this thesis addresses cointegration and causality, 
at both macroeconomic and sectoral levels.   
 
Many authors have found evidence suggesting that depending on the country 
characteristics and the motivations of the investors the causal linkage between FDI and 
growth at macroeconomic level can go in either direction or even reinforce each other.  
At sector level, there are not many works investigating the direction of causality 
because most researchers presume that it runs from FDI to growth and rather focus on 
the spillover effects (see Sections 3.3. for a deeper analysis of the question of causality).  
 
Chile and Colombia are two dynamic Latin American economies, which have received 
large amounts of FDI inflows preceded and followed by high levels of economic 
growth.  Since they have largely hosted resource-seeking and market-seeking foreign 
direct investment, I think that the main driver of FDI, besides the availability of natural 
resources, might be economic growth and not vice versa. 
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Performing a cointegration analysis and causality tests I assess the hypothesis of 
growth-driven FDI at aggregate and sector levels
1
.  The purpose to carry out the 
analysis at both macroeconomic and sector levels is to observe, whether or not sectoral 
long-term causality follows the pattern of the aggregate economy.  Furthermore, 
considering that sectors have different productive structures and business dynamics, this 
work also intends to establish if the direction of the causal linkage between FDI and 
growth differs across sectors. 
 
The relevance of asking about the causal relationship between FDI and economic 
growth in Chile and Colombia lies mainly in the fact that policy-makers in both 
countries seem to be very confident that FDI is a suitable instrument to stimulate 
economic growth.  What would happen if causality works the other way around?  Has 
the strong economic growth been the main reason for high levels of foreign direct 
investment?  Does FDI reinforce growth dynamics?  When yes, does this apply for all 
sectors?  The answers to these questions would support or reject the proposed 
hypothesis and provide elements to understand if foreign investment policies are being 
formulated in the right direction. 
 
The thesis is organized in seven chapters.  After this introduction, Chapters 2 and 3 
present the evolution of world FDI flows and a literature review on the FDI-growth 
relationship.  After discussing the policy framework and the determinants of FDI in 
Latin America in Chapter 4, the following chapters focus on Chile and Colombia.  
Chapter 5 illustrates the importance of FDI to these economies while Chapter 6 
specifies the econometric model and reports the findings of the analysis.  In Chapter 7, I 
draw some  conclusions. 
 
  
                                                 
1
 Following G. Tondl and J. Fornero (2010) the analysis at sector level includes eight different sectors, 
namely, agriculture and fishing; construction; mining and quarrying; trade, repair, hotels and restaurants; 
manufacturing; transport and communications; electricity, gas and water supply; financial intermediation 
and business services. 
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2. Foreign Direct Investment: A Descriptive Analysis 
 
FDI in the world economy has a long history.  However, the concept as we understand it 
today is proper of the second half of the 20th century when FDI started to gain 
importance over other types of international capital flows such as commercial bank 
loans, portfolio investments and official aid.  According to the estimates of the 
International Monetary Fund on international capital flows (which are available only 
from the 1970s onwards) the share of FDI in the 70s and 80s was less than 15%.  FDI 
flows steadily rose in the second half of the 80s and reached the 30%-mark in the first 
half of the 90s (Lispey 2001, pp. 17-19). 
 
Contrasting with portfolio investments and commercial bank loans that were negatively 
affected by the financial crises of 1997 and 1998, FDI flows remained at similar levels 
during those critical years.  Even though there was a drop during the period 2001-2003 
they recovered relatively fast and reached a new peak of 2007 (UNCTAD WIR 2006 
and WIR 2008). 
 
To provide a basis for the analysis this chapter briefly presents some relevant 
definitions.  After giving a conceptual framework to guide the discussion, the next 
sections depict the evolution of FDI flows in the past decades. Section 2.2. focuses on 
world FDI flows while Section 2.3. describes FDI flows to developing countries. 
 
 
2.1. Main Concepts and Definitions 
The economic phenomenon of foreign direct investment has two dimensions.  One is 
concerned with microeconomic issues and the other refers to macroeconomic aspects.  
The micro view concentrates on the firm perspective and analyzes the motivations and 
consequences of foreign direct investment at company or sector levels. Among the 
variables of interest we find productivity, competitiveness, spillover effects and 
linkages. 
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On the other hand, “the macro view sees FDI as a particular form of the flow of capital 
across national borders, from home countries to host countries, measured in Balance of 
Payments Statistics.  Those flows give rise to a particular form of stocks of capital in 
host countries, namely the value of home country investment in entities, typically 
corporations, controlled by a home country owner, or in which a home country owner 
holds a certain share of voting rights.  The variables of interest are the flow of financial 
capital, the value of the stock of capital that is accumulated by the investing firms, and 
the flows of income from the investments” (R. E. Lipsey, 2001, pp. 1).  
 
From a methodological point of view, comparisons among countries are difficult, 
because in keeping track of this type of capital flows, central banks and national statistic 
agencies include different components under the category of FDI.  In order to facilitate 
the data analysis and make data compatible there have been efforts on part of the 
International Monetary Fund (IMF) and the Organization of Economic Cooperation and 
Development (OECD) to unify the concept of FDI and provide a benchmark definition 
of FDI, as follows: 
 
“Foreign direct investment reflects the objective of obtaining a lasting interest 
by a resident entity in one economy (‘‘direct investor’’) in an entity resident in 
an economy other than that of the investor (‘‘direct investment enterprise’’). The 
lasting interest implies the existence of a long-term relationship between the 
direct investor and the enterprise and a significant degree of influence on the 
management of the enterprise. Direct investment involves both the initial 
transaction between the two entities and all subsequent capital transactions 
between them and among affiliated enterprises, both incorporated and 
unincorporated” (OECD Benchmark Definition of Foreign Direct Investment, 
Third Edition. www.oecd.org).  
 
According to the definition above the category of direct investor implies the ownership 
of at least 10% of the company held in the host country.  Otherwise the investment will 
be considered a portfolio (or indirect) investment.  A participation larger than 10% 
implies that the capital is somehow tied and that in times of crisis it cannot easily be 
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freed.  FDI is supposed to have a longer term perspective and as a consequence it is said 
to be more stable than portfolio investment.  This characteristic makes FDI more 
adequate for development purposes and is the reason why governments in developing 
countries are actively promoting it. 
  
FDI has different classifications according to different aspects implied in the realization 
of the investment. According to the direction of the flow into “inward” or “outward” 
depending on whether it is in the reporting country or it refers to an investment 
undertaken abroad.  With regard to the form an investment is carried out in the host 
country there are two possibilities.  Investors may set up new production facilities or 
they may acquire existing ones.  The former way to initiate business in a foreign country 
refers to “greenfield investments” and the latter to cross-border “merger and 
acquisitions” (M&A). (OECD Directorate for Financial and Enterprise Affairs - 
Glossary of Foreign Direct Investment Terms and Definitions www.oecd.org). 
 
In addition to the form how a multinational company accomplishes its investment there 
is a classification of FDI according to the separation of the activities of the business 
unit.  The division of production into some stages of the process placed at different 
locations is called vertical FDI (VFDI).  VFDI allows the firm mainly to take advantage 
of different factor endowments and cost differences when trade and transport costs are 
low.  In contrast to that, we talk about horizontal FDI (HFDI) when a particular stage of 
the value-added chain is replicated in a different location. This type of FDI offers the 
firm better market access and lower trade and transport costs (B. Navaretti and A. J. 
Venables, 2004, pp. 24-31). 
 
According to the motivations of the investor, FDI may be market-seeking (to access 
new consumers with products and services), resource-seeking (to make use of raw 
materials available in the host country), efficiency-seeking (to reduce costs taking 
advantage of relative factor endowments and local assets of host countries) and asset-
seeking (to draw on strategic assets available in the host country) (P. Nunnenkamp, 
2003, pp. 6-7).   
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2.2. FDI World Flows 
 
To have an idea of the characteristics of the world trade and capital flows in the last 
three decades of the 20
th
 century one has to bear in mind the international political 
context.  Until 1989 the globe was divided in two blocks (i.e. the market economies and 
the centrally planned economies).  This situation had implications for the international 
economic order and strongly influenced the origin and destination of trade and 
investments.  In this sense it is worth pointing out that the statistics on FDI during the 
1970s and 1980s only refer to the market economies.
2 
 
Regarding the evolution of world FDI flows, during the 1970s and the first half of the 
1980s global investment flows remained at low levels. However, after 1985 the trend 
dramatically changed.  “The period 1986-2000 saw an enormous growth of activity by 
multinational enterprises, as measured by flows of foreign direct investment.  Inflows of 
FDI grew much faster than either trade or income; whereas worldwide real GDP 
increased at a rate of 2.5% per year between 1985 and 1999 and worldwide exports by 
5.6%, worldwide real inflows of FDI increased by 17.7%.  This compares strikingly 
with pre-1985 data, when real world GDP, exports and FDI were following closer 
trends.  Between 1970 and 1984, real FDI grew at an average yearly rate of 4.2%, 
worldwide real GDP by 3.1% and world exports by 5.2%” (G. Barba. Navaretti and A. 
J. Venables, 2004, pp. 3). 
 
According to UNCTAD, in the year 2000 world FDI inflows reached a peak of 
approximately 1,400 billion dollars. As shown in figure 1, between 2001 and 2003 there 
was a downturn, but a quick recovery was observed from 2004 onwards.  Global 
investment flows reached a new peak of 1,833 billion dollars in 2007.  Figures of world 
FDI flows in 2008 reflect the international financial that started in the late 2007; 
international movements of capital evidently showed deceleration that year (UNCTAD 
WIR 2008, pp.3).   
 
  
                                                 
2
 See methodological notes in UNCTAD WIR available under www.unctad.org/wir 
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Figure 1: Inward FDI Flows, by Host Region and Economy, 1970 - 2007 
(Millions of US dollars) 
 
                           Source: UNCTAD WIR 2008 
 
According to Lipsey (2001), despite the poor data availability, regarding the main home 
countries in the 1970s, authors studying the history of FDI have found indications that 
foreign investment outflows were dominated by American firms and that petroleum and 
manufacturing were the main sectors.  The dominance of American companies 
maintained during the first half of the 1980s.  However, in the late 1980s they lost 
momentum and Japanese outward FDI became relatively more significant.  In addition 
to that, the amount of investment outflows from the Asian newly industrialized 
countries such as South Korea, Taiwan, Hong Kong, Singapore and the People’s 
Republic of China increased (Lipsey, 2001).  
 
Table 1 presents the composition of world FDI inflows and outflows by groups of 
countries.  It shows how the developed world has reduced its participation in total flows 
from 1980 to 2005, and how developing and transition economies have gained 
importance as both investors and recipients. 
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Table 1: Distribution of FDI Flows by Region and Selected Countries 
1980-2005 (percentage) 
Region Inflow Outflow 
 1978-
1980 
1988-
1990 
1998-
2000 
2003-
2005 
1978-
1980 
1988-
1990 
1998-
2000 
2003-
2005 
Developed countries 79.7 82.5 77.3 59.4 97.0 93.1 90.4 85.8 
European 
Union 
39.1 40.3 46.0 40.7 44.8 50.6 64.4 54.6 
Japan 0.4 0.04 0.8 0.8 4.9 19.7 2.6 4.9 
United States 23.8 31.5 24 12.6 39.7 13.6 15.9 15.7 
Developing countries 20.3 17.5 21.7 35.9 3.0 6.9 9.4 12.3 
Africa 2.0 1.9 1.0 3.0 1.0 0.4 0.2 0.2 
Latin America 
and the 
Caribbean 
13.0 5.0 9.7 11.5 1.1 1.0 4.1 7.7 
Asia and 
Oceania 
5.3 10.5 11.0 21.4 0.9 5.6 5.1. 8.6 
West 
Asia 
-1.6 0.3 0.3 3.0 0.3 0.5 0.1 1.0 
South, 
East, 
South-
East 
Asia 
6.7 10.0 10.7 18.4 0.6 5.1 5.0 8.6 
South-East Europe and 
CIS 
0.02 0.02 0.9 4.7 -- 0.01 0.2 1.8 
World 100 100 100 100 100 100 100 100 
Source: UNCTAD WIR 2006  
 
The fall of communism in the late 80s definitely contributed to the transformation of the 
geographical patterns of world FDI flows.  FDI flows that traditionally originated in, 
and went to developed economies started to go increasingly to developing and transition 
countries.  In this regard, while American investments were mainly channeled to Latin 
America, European investments went to Central and Eastern Europe, and Japanese FDI 
to South and Southeast Asia.  Structural reforms and liberalization, together with the 
segmentation of production processes by transnational corporations have turned 
developing countries into attractive locations to undertake direct investment, but also 
have enabled them to engage in FDI as investors their selves (UNCTAD, 2005 and 
2006).  
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According to UNCTAD the “regionalization” of the world economy was a further factor 
that played an important role in the geographical patterns of FDI flows.  Free trade 
agreements in the American and Asian continents, and the consolidation of the 
European single market helped boost FDI flows in the 1990s.  Trade liberalization and 
economic integration definitely enhanced the role of TNCs’ in the international 
production structure, which expanded their activities through both greenfield FDI and 
cross-border mergers and acquisitions (M&As).   
 
In Table 2 it can be observed that the landscape of FDI stocks followed a similar pattern 
to that of flows.  Developing countries had clearly gained importance as recipients and 
are increasingly turning into foreign investors.  UNCTAD figures (WIR 2006) on FDI 
stocks from 1980 to 2005 show that in 1980 developed countries had about three fourths 
of total inward stocks. Even though in 1990 their share was close to 90% in the 
following years it dropped to 68.5% with a small recovery in the period 2000-2005.  
The participation of developing countries in world FDI stock has been dominated by 
South, East and South-East Asia, which have maintained their share between 20%-30%.  
It is also worth noting that South-Eastern Europe and the Commonwealth of 
Independent States (CIS), since the fall of communism, have entered the international 
arena of FDI reaching a 2.5% share in world inward stock in 2005. 
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Table2: Distribution of FDI Stock by Region and Selected Countries 
1980-2005 (percentage) 
Region Inward stock Outward stock 
 1980 1990 2000 2005 1980 1990 2000 2005 
Developed countries 75.6 79.3 68.5 70.3 87.3 91.7 86.2 86.9 
European Union 42.5 42.9 37.6 44.4 37.2 45.2 47.1 51.3 
Japan 0.6 0.6 0.9 1.0 3.4 11.2 4.3 3.6 
United States 14.8 22.1 21.7 16.0 37.7 24.0 20.3 19.2 
Developing countries 24.4 20.7 30.3 27.2 12.7 8.3 13.5 11.9 
Africa 6.9 3.3 2.6 2.6 1.3 1.1 0.7 0.5 
Latin America 
and the 
Caribbean 
7.1 6.6 9.3 9.3 8.5 3.4 3.3 3.2 
Asia and 
Oceania 
10.5 10.8 18.4 15.4 2.9 3.8 9.5 8.2 
    West Asia 1.4 2.2 1.1 1.5 0.3 0.4 0.2 0.3 
    South, East, 
    South-East 
Asia 
8.8 8.5 17.2 13.8 2.5 3.4 9.3 7.8 
South-East Europe and 
CIS 
-- 0.01 1.1 2.5 -- 0.01 0.2 1.2 
World 100 100 100 100 100 100 100 100 
Source: UNCTAD WIR 2006 
 
In the analyzed period FDI outward stock from developed countries have maintained 
their participation close to 90%.  Particularly, the share of the European Union (EU) 
rose to 51.3% from 37.2% in 1980.  In 2005 the EU and the United States had similar 
portions of total outward stock, even though in the period 1980-2005 the US lost closely 
half of its participation. 
 
With respect to the evolution of FDI outward stock in developing countries the total 
share did not dramatically changed.  However, when we look at South, East and South-
East Asia we observe that while in 1980 these countries amounted to only 2.5% of total, 
in 2005 they had reached 7.8%.  Latin America, in contrast, experienced the opposite 
process; from 8.5% in 1980, in 2005 it only accounted for 3.2%. 
 
The analysis of world FDI inflows by sector, shows how the share of FDI in services 
moved from less than a 50% in the 1980s to approximately 60% in the first half of the 
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2000s (see Figure 2).  Until the early 1970s FDI flows were mainly channeled to the 
primary sector and resource-based manufacturing.  In the following decades 
globalization and new technologies enabled private cross-border investments in service 
and technology-intensive manufacturing sectors to gain importance.
3
   
 
Figure 2: Estimated World Inward FDI Flows, by Sector and Industry 
1989-1991 and 2003-2005 (Millions of dollars and percentage) 
  
 
Source: UNCTAD WIR 2007 based on Annex table A.I.11. 
Note:  Estimated world inward FDI flows 2003-2005 include South-East Europe and CIS 
 
The transformation of the sectoral composition of world FDI was also accompanied by 
a boom in mergers and acquisitions (M&A).  This boom was the result of liberalizing 
policies, privatization processes and economic integration in different regions of the 
world. 
 
According to the World Investment Report 2001 world M&A grew at an annual rate of 
23.3% between 1991 and 1995, and at 50% in the period 1996-1999 (UNCTAD 2001, 
pp. 10).  Although M&A have usually concentrated in the industrialized world where 
companies search for technological and competitive advantages, during the course of 
privatizations in transition economies and Latin America, large amounts of FDI in the 
form of M&A were attracted to those economies (see Figure 3).  Years with very high 
values of M&A were 2000 and 2007.   
 
                                                 
3
 For detailed information on the increasing importance of the service sector as FDI recipient see 
UNCTAD World Investment Report 2004: The Shift Towards Services (Chapters III and IV). 
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Figure 3: Value of Cross-Border M&A by Region of Seller, 1987-2007  
(Billions of US dollars) 
 
                         Source: UNCTAD WIR 2008 
 
 
2.3. FDI in Developing Countries  
 
According to the UNCTAD (2008) from 1990 onwards FDI flows to the developing 
world and transition economies gained significant importance.  Figure 4 shows how 
developing economies had a share of 17% in total inward flows in 1990, which turned 
into 34% in 1995.  Within the same period South-Eastern European countries and the 
CIS integrated into the world economy and managed to attract 1% of total FDI inflows 
in 1995. 
 
Figure 4: Share in World Inward FDI Flows by Group of Countries 1990 and 1995 
  
                     Source: UNCTAD WIR 2008 
                       Note: Transition economies include South-Eastern European countries and the CIS  
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From the perspective of the developing countries FDI has proven to be a more stable 
form of foreign capital and therefore is being promoted as an alternative mechanism to 
financing development. Especially after the debt crisis of the 1980s and the financial 
crises of the late 1990s, when FDI showed less volatility than portfolio investments, 
policy-makers in the developing world have tended to actively promote the inflow of 
FDI into their economies.  
 
As mentioned above, a further motivation for policy-makers to promote the incoming 
FDI into their countries were success stories of FDI-led growth strategies (e.g. South, 
East and Southeast Asian countries and Ireland).  Foreign direct investment, as a form 
of international long-term private capital flows is one of the main policy tools to finance 
development. It is meant to stimulate growth not only as source of capital, but also as a 
mechanism for the transference of technology.  In addition to that, developing countries 
have found in FDI an alternative instrument to strengthen industrial competitiveness and 
promote economic growth increasing the levels of economic activity, productivity and 
thus development (R. Narula and B. Portelli, 2004).   
 
As an example of successful FDI-led development strategies we find the Asian Tigers 
(South Korea, Hong Kong, Singapore, Taiwan).  Policy-makers in these countries 
welcomed FDI in selected manufacturing sectors and implemented complementary 
industrial and education policies.  Their production was primarily export-oriented, 
which allowed these economies to integrate into the global markets.  Evidently, targeted 
liberalization, infant industries protection and human capital formation were the key 
factors that enabled the Asian Tigers to grow and, in the long term, become outward 
investors their selves.   
 
FDI in China and India are further examples of export-oriented FDI-led growth 
strategies.  In both cases the State has carried out targeted liberalization and has 
supported the process with complementary policies.  These two countries are important 
FDI host countries in the developing world, but have also turned into outward investors.  
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In contrast to the above examples, African countries have not succeeded in boosting 
growth through FDI.  Most investment flows into this region have been channeled to 
extractive industries in mining and oil sectors.  Furthermore, social problems, political 
instability and low levels of education have made it very difficult for their economies to 
benefit from foreign investment (R. Narula and B. Portelli, 2004).  
 
Following D. Kerner (2003), the case of Latin America as a host region has experienced 
different moments.  In Latin America the inflow of foreign direct investment has been 
strongly influenced by the development strategies pursued by the governments over the 
past decades.  For instance, import substitution industrialization (ISI) policies in the 
1960s and 1970s when the economies were highly protected and foreign investments 
were only possible in those sectors indicated by the state.   
 
Regarding the recipient sectors of FDI, during the past three decades transnational 
corporations in Latin America have mostly invested in large-scale projects in mining 
and hydrocarbons especially in Chile, Peru and Argentina.  Investments in 
manufacturing and services have mainly focused on the local markets and have 
concentrated in the most populated countries such as Mexico and Brazil (ECLAC 2005, 
Investment Report 2004).   
 
When comparing the share of Latin America in FDI flows to developing countries we 
observe how it has somehow lost attractiveness against other developing regions, 
particularly Asia.  “In the 1970s Latin America and the Caribbean attracted over half of 
all FDI directed towards developing countries (albeit with some fluctuations), but in the 
1980s its share fell to 36%.  The subsequent FDI boom of the 1990s increased the size 
of the region’s share up until 1999.  Since then, the smaller amount of FDI and the 
growing share being channeled into other developing countries and regions have eroded 
the Latin American and Caribbean share. In 2004 this share reached 22%, which was 
one of the smallest percentages recorded since 1970” (ECLAC 2005, Investment Report 
2004, pp. 30). 
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3. Literature Review on FDI and Economic Growth 
 
The relationship between foreign direct investment and economic growth is based on 
the occurrence of a micro-economic phenomenon with macro-economic implications 
for both home and host countries.  Decisions to engage in FDI, as opposed to other 
alternatives to serve international markets
4
 rely on firm strategies and country 
characteristics.   
 
The theoretical framework of economic growth theories, either neoclassical or 
endogenous addresses the relationship of FDI and economic growth from different 
perspectives.  Some of them focus on the determinants, others on the impact of FDI on 
growth, and there is a third approach examining the direction of causality.  
 
This chapter reviews the main empirical works dealing with the relationship of FDI and 
growth from the afore mentioned approaches.  Section 3.1. presents the theoretical 
foundations of the occurrence of FDI; Section 3.2. analyzes the role of FDI as a growth 
enhancing factor, and, the last section deals with the question of causality. 
 
 
3.1.  Theoretical Foundations explaining the occurrence of FDI 
 
The occurrence of foreign investment has a microeconomic and a macroeconomic 
perspective.  The former is related to industrial organization theories studying the 
behavior of firms and suggesting the necessary conditions and motivations for a 
company to engage in direct investment abroad.  The latter, instead, refers to theoretical 
models explaining the movement of capital from one country to the other.  It is worth 
noting that these two approaches do not exclude each other
5
.  However, scholars have 
based their analyses on either one of the views because they focus on different aspects 
(M. Blomström and A. Kokko, 1997). 
                                                 
4 In other for a firm to serve foreign markets there are three possibilities.  First, it may export its products or services, 
second, it can make use of licensing or franchising agreements or, finally, the company may set-up an affiliate.  
5 For a more comprehensive review of the theoretical models of FDI see “Determinants of Foreign Investment – A 
Tale of Nine Theoretical Models” (I. Faeth, 2009). 
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From a microeconomic approach, in the 1960s Hymer devoted part of his work to the 
understanding of the causes of foreign investments undertaken by American firms.  In 
trying to identify the processes within the firms that enabled them to successfully go 
international he set the basis for the industrial organization theory.  Among other 
authors, Buckley and Casson (1976), Caves (1971), Kindleberger (1969) and Vernon 
(1966) also made contributions to this field of research (M. Blomström and A. Kokko, 
1997). 
 
In line with the theory of industrial organization the eclectic Paradigm or OLI
6
 
Framework by John Dunning (1977, 1981) makes a further contribution to the 
understanding of why firms go international.  According to this paradigm a company 
decides to engage in direct investment outside the home country when it has developed 
representative advantages regarding ownership, location and internalization aspects.  
These advantages compensate for the costs implied in such an investment and let the 
firm benefit from the conditions offered in the foreign country.   
 
According to the eclectic paradigm Ownership-advantages occur when the firm, 
throughout its long experience, has developed a product or a production process that 
enjoys some market power in foreign markets.  Location-advantages arise when the 
firm locates production abroad, rather than to concentrate it in the home country and 
when the company has an Internalization-advantage it means that it is more convenient 
for the company to keep control over its ownership advantage and exploit it internally, 
rather than license or sell its product/process to a foreign firm (J. Markusen, 2002, pp. 
17-20). 
 
In his work J. Dunning classifies FDI according to the investor motivations or 
strategies.  FDI may be carried out in search of four different factors, namely, natural 
resources, market access, efficiency or strategic assets, which besides determining the 
type of FDI, are supposed to play a role in the effects on the economic growth in the 
host economy.  Not only because they influence the degree of integration into the 
                                                 
6 OLI stands for the ownership, location and internalization advantages that a firm should have to be able to go 
international. 
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national productive structure, but also because investment in industries with higher 
value added are considered to have a larger impact on growth.  
 
In his article “Towards a New Paradigm of Development” J. Dunning (2006) presents a 
selection of host country and economic determinants associated to the investment 
strategies of TNCs (see Table 3).  For the author, the process of globalization has 
evidenced the importance of host country institutions that nowadays play a crucial role 
in the incentive structures of FDI decisions.  He also points out that in view of a 
development paradigm not only the OLI advantages are relevant, but also “the 
resources, capabilities and market opportunities created, accessed or utilized by the 
main wealth creating organizations in society created resources, capabilities and market 
opportunities in the host economy (J. Dunning, 2006, pp.192). 
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Table 3: Summary of Host Country Determinants of FDI 
Host country determinants  Type of FDI Principal economic determinants in host 
countries 
1. Policy framework of FDI 
 Economic, political and social 
stability 
 Rules regarding entry and 
operations 
 Standards of treatment of 
foreign affiliates 
 Policies on functioning and 
structure of markets 
(especially competition and 
M&A policies) 
 Bilateral international 
agreements on FDI 
 Privatization and price 
reform policies 
 Trade policy (tariffs and 
NTBs) and stable exchange 
rates 
 Taxation policies (including 
tax credits) 
 Industrial/regional policies 
 
2. Economic determinants 
 
3. Business facilitation 
 Encouragement of 
entrepreneurship 
 Investment incentives and 
promotion schemes 
 Form and quality of legal 
property system 
 Protection of intellectual 
property fights 
 Social amenities (bilingual 
schools, housing, quality of 
live, etc.) 
 Pre- and post-investment 
services (e.g. one stop 
shopping) 
 Good institutional 
infrastructure and support 
e.g. banking, legal, 
accountancy services 
 Social capital 
 Region-based cluster and 
network enhancement 
 Legislation/policies designed 
to reduce corruption, 
corporate malfeasance etc. 
  
 
 
 
Market-seeking 
 
 Market size and per capita income 
 Market growth 
 Access to regional and global 
markets 
 Country-specific consumer 
preferences 
 Structure of markets 
 Psychic/Institutional distance 
 
 
 
 
 
 
Resource-seeking 
 
 
 
 
 Land and building costs: rents and 
rates 
 Cost and quality of raw materials, 
components and parts 
 Low cost unskilled labor 
 Availability, quality and cost of 
skilled labor 
 
 
 
 
 
 
 
 
Efficiency-seeking 
 
 
 Cost of resources and capabilities 
listed under B adjusted for 
productivity of labor inputs 
 Other input costs, e.g. transport and 
communication costs to, from and 
within, host economy 
 Membership of a regional 
agreement conducive to promoting 
a more cost-efficient inter-country 
division of labor 
 Quality of market enabling 
institutions/enforcement 
mechanisms 
 
 
 
 
 
 
Asset-seeking 
 
 Quality of technological, 
managerial, relational and other 
created assets 
 Physical infrastructure (ports, 
roads, power, telecommunications) 
 
 Contents of macro-innovatory, 
entrepreneurial & competitive 
enhancing educational institutions 
 Mindsets, institutions and policies 
towards economic 
development/growth  
 
Source: J. Dunning (2006) pp. 206. Adapted from UNCTAD (1998) and Dunning’s previous works.  
Determinants marked in bold print represent those which, in the Dunning’s opinion (based on recent research), 
have become more important over the last decade or so. 
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Based on Dunning’s approach many scholars have explored the determinants of FDI 
taking into account the O-aspects, as well as, L and I considerations to establish how 
recipient economies may benefit from the presence of transnational companies.  There 
is evidence showing that both country and industry characteristics influence the impact 
of FDI on the host country (P. Nunnenkamp and J. Spatz, 2003). 
 
Moving on to a macroeconomic perspective, according to a neoclassical approach, 
capital flows from one country to another and their direct effects on the recipient 
economy may be explained by partial-equilibrium comparative-static models.  
However, such models do not differentiate between FDI and portfolio investments.  
Both are considered an international flow of capital responding to factor returns that 
follow the principle of country factor endowments (J. Markusen and A.J. Venables, 
1995).   
 
The general equilibrium framework of the Heckscher-Ohlin model considers foreign 
direct investments as a part of the international trade of capital.  This model also 
responds to the assumption of country factor endowments causing price differentials 
and encouraging international trade.  The neoclassical trade theory also assumes perfect 
competition, constant returns to scale and zero transport costs (I. Faeth, 2009). 
 
According to the assumptions above the economies where capital tends to be scarce 
would offer a higher reward for the utilization of that factor.  This implies that capital 
resources are likely to go there where the return to investment is higher and, thus more 
attractive.  Economies abundant in capital (i.e. the industrialized economies) would turn 
into source of capital and economies lacking this factor (e.g. developing countries) 
would become recipients.   
 
To a certain extent such models seemed to explain the international movements of 
capital during the first half of the 20
th
 century and the post-World War II period.  
Nevertheless, in the second half of the 20
th
 century when international flows of capital, 
particularly direct investment flows predominantly took place among industrialized 
economies the model predictions lost their foundations.  Evidently developing countries 
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were not receiving much part of world FDI inflows, even when they were supposed to 
offer higher yields. Developments in the economic theory led to new models based on 
different assumptions that intended to reconcile theory and empirical evidence.   
 
The new trade theory called “new” to contrast with the traditional neoclassical theory 
revalues such assumptions as perfect competition and constant returns to scale.  
According to the new assumptions (imperfect competition and increasing returns to 
scale) foreign investment does not only depend on factor endowments, but also on 
strategic decisions from the economic actors.  The movements of capital resources in 
the form of direct investment do not necessarily respond to higher profits where capital 
is scarce.  There is a lot more behind international investment decisions related to the 
new economic geography and the integration of markets (J. Markusen and A.J. 
Venables, 1995). 
 
J. Markusen and A.J. Venables (1995) formulated a general equilibrium model 
explaining both vertical and horizontal FDI
7
 on the basis of Dunning’s approach.  The 
model integrates elements of the industrial organization theory and elements of the new 
trade theory.  The knowledge-capital model, as Markusen named his model, consists of 
two economies
8
 and two goods produced with two factors.  The production of good one 
is carried out with unskilled labor, whereas good two is produced with skilled labor. 
 
Regarding the technology assumptions, the model allows for different types of firms 
that arise endogenously as a function of the characteristics of the two countries.  The 
key assumptions that explain the occurrence of horizontal and vertical FDI are the firm-
level scale economies, the possibility to split the production geographically and the 
skilled-labor intensity of knowledge based assets (J. Markusen, 2002, pp.4). 
 
Markusen’s conclusions on the empirical application of the knowledge-capital model 
indicate that different country characteristics such as size, labor force skills, investment 
barriers, trade costs, and physical infrastructure are very important for investment 
                                                 
7 According to J. Markusen (1995) when the investment implies a geographical dissagregation of the production 
process we refer to vertical FDI.  When the production process in affiliate facilities is almost the same as in the home 
country we are talking about horizontal FDI. See Section 2.1. where this classification is also explained. 
8 One country is referred to as h (home) and the other is the rest of the world denominated f (foreign). 
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decisions in developing countries.  Depending on the nature of the investment, corporate 
strategies will focus on recipient countries with different characteristics. 
 
Either from a micro or macroeconomic perspective, scholars conclude that there is a 
broad range of factors determining the occurrence of FDI.  Particularly, in the past 
decades globalization and new technologies have brought TNCs to consider not only the 
traditional determinants of FDI, but also a set of non-traditional factors when assessing 
alternative recipient economies
9
.  
 
Whereas traditional determinants are associated to locational conditions, non-traditional 
determinants are related to the availability of created assets in the recipient economy.  
The former refer to market size, market growth, relative factor endowment, tariff and 
non-tariff trade barriers, taxation, regulatory framework and institutions, infrastructure, 
macroeconomic stability (e.g. exchange rate, inflation, growth), and costs related to 
production and transportation.  The latter, on the other hand, refers to the accessibility to 
technological improvements, the capacity of innovation and also to the level of skills of 
the labor force (P. Nunnenkamp and J. Spatz, 2003). 
 
 
3.2. FDI as a Growth-Enhancing Factor 
 
During the last three decades FDI has become a key issue in the international economy.  
Its role as a growth-enhancing factor has called the attention of scholars, who have tried 
to establish the origin and nature of the economic effects.  Results on empirical studies 
indicate that the effects may vary from one country to another and have different 
dimensions.  According to the literature, depending on several factors FDI may have a 
positive or negative impact on growth that also has to do with host-country policies and 
local absorptive capabilities.  Authors have insisted that there is no place for 
generalizations, and most of them leave the door open for country-by-country analyses 
                                                 
9
 As suggested by P. Nunnenkamp and J. Spatz (2003), for a detailed analysis on traditional and non-
traditional FDI determinants see Chapter IV in UNCTAD WIR 1998. 
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to allow for a better understanding of local growth dynamics in the presence of foreign 
direct investment. 
 
According to R. Caves (1996) the effects of FDI on the recipient economy have 
different nature.  There are six main aspects that group the potential direct and indirect 
effects.  The categories are related to: i)  the industrial structure and performance of the 
host country; ii) the skills, wages and employment levels; iii) the existing production 
linkages; iv) the amount of capital inflows, the level of savings and balance of 
payments; v) the rate of economic growth; and, finally, vi) other trade related issues R. 
Caves, 1996, Chapter 9). 
 
According to the OECD “beyond the initial macroeconomic stimulus from the actual 
investment, FDI influences growth by raising total factor productivity and, more 
generally, the efficiency of resource use in the recipient economy. This works through 
three channels: the linkages between FDI and foreign trade flows, the spillovers and 
other externalities vis-à-vis the host country business sector, and the direct impact on 
structural factors in the host economy.  The private sector (notably foreign investors) 
plays a vital role in generating economic growth, and contributing to achieving 
sustainable development goals. Therefore, the way private enterprises behave and are 
governed is important in maximizing the benefits of FDI for economic development. 
OECD countries have launched several initiatives to promote responsible corporate 
behavior. Among these are the OECD Guidelines for Multinational Enterprises.” 
(OECD, 2002) 
 
There are two main strands of literature analyzing of the impact of FDI on the economic 
performance of recipient economies.  One group of authors works with firm-, industry- 
and sector-level data and carries out micro economic analysis assessing the incidence of 
TNCs in the productivity of domestic firms and/or local industrial sectors.  The other 
group of studies concentrates on the macro effects and works with aggregated data.  
 
Most studies at the micro level indicate that there is little or even inexistent evidence for 
positive spillovers from TNCs to local enterprises.  In most of the reviewed studies 
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domestic firms seem not to profit from the presence of foreign companies.  For instance, 
Aitken and Harrison (1999) examining Venezuelan plants, found very few positive or 
even not noticeable effects.  Their results also presented no evidence for technology 
spillovers. For the case of Moroccan manufacturing sector M. Haddad and A. Harrison 
(1993) did not find evidence supporting productivity acceleration in the presence of 
foreign firms in the second half of the 1980s.  They concluded that FDI may be attracted 
to protected local markets, which biased the estimation of technology spillovers. 
 
Analysis of the impact of FDI from the microeconomic perspective examines the factors 
enabling domestic firms to benefit from FDI.  Most authors emphasize the importance 
of vertical and horizontal linkages to allow for the occurrence of externalities. However, 
most of them coincide in stating that the nature and extent of the micro effects of FDI 
on host countries lie upon the characteristics of the country, the policies of the 
government.  For this reason the impact may vary from country to country or from 
industry to industry (M. Blomström and A. Kokko, 1997). 
 
In their contribution to the empirical literature investigating the effects of FDI at sector 
level G. Tondl and J. A. Fornero (2010) investigate the impact of FDI on productivity.  
The authors analyze the effects of inward FDI in eight sectors
10
 for 14 Latin American 
countries focusing on the period 1990-2006.  Using a GMM system, the estimations 
consider some institutional factors, the level of education and the sector´s export share 
as control variables.  The authors find positive productivity effects in all sectors, but 
there are sectors in which such effects only materialize when given conditions are 
present or just for a particular time period.  They conclude that the highest direct effects 
are evident in the primary sector and financial services, whereas spillover effects in 
most sectors occur through their linkages to manufacturing and, telecommunications 
and transport. 
 
                                                 
10
 Namely, i) Agriculture and fishing, ii) Mining and quarrying, iii) Manufacturing, iv) Electricity, gas 
and water supply, v) Construction, vi) Trade, repair, hotels and restaurants, vii) Transport and 
communications, viii) Financial intermediation and business services. 
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To analyze the macroeconomic effects of FDI on the host economy there are two 
possible theoretical approaches, the neoclassical and the endogenous growth models.  
From a neoclassical perspective FDI boosts growth by increasing the stock of capital of 
the economy, whereas in the endogenous growth theory the effects of FDI materialize 
through technological spillovers and externalities.  Moreover, within a neoclassical 
framework FDI has a direct effect on growth affecting the balance of payments, the 
gross capital formation and the savings levels. In an endogenous framework the impact 
takes place indirectly through factors having an incidence at the micro level that, among 
others, improve productivity.   
 
According to the Solow model, a standard neoclassical model, the rate of growth of an 
economy depends on the accumulation of capital that can be domestic or foreign.  It 
predicts that in the long run all countries reach a steady state in which all economies 
tend to converge (H-R. Hemmer and A. Lorenz, 2004).   
 
As explained by different authors, the model considers two production factors: labor 
and capital.  It has two key assumptions, namely, exogenous technological change and 
equal access to technology for all countries.  The variable of income can only grow 
when higher amounts of labor, capital accumulation or improved technologies are 
provided.  Since labor force and productivity levels depend on the technological 
progress it is assumed that they remain unchanged in the short run.  For this reason, 
economic growth mostly relies on the increases of capital stock and it is in this manner 
how foreign direct investment contributes to stimulate host country’s growth. 
 
In the 1980s some scholars started to give more importance to the empirical aspects of 
growth and pointed out the lack of coincidence between theoretical predictions and 
empirical assessments.  It was in that decade that attempts to match theory with practice 
resulted into the endogenous or new growth theory.  The new growth theory 
incorporates some microeconomic aspects into the macroeconomic analysis and makes 
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different assumptions, such as, imperfect competition, increasing returns of scale, 
endogenous technology progress and the existence of externalities.
11
   
 
As a result of these new formulations, FDI may be seen as an engine of growth acting 
through various channels.  Besides a source of capital, it constitutes a source of 
technology and know-how to developing countries.  Therefore, it may be considered an 
instrument to fill the technological gap between industrialized and less developed 
countries.  To the endogenous growth theory the state plays an essential role in 
providing the appropriate economic climate that leads to strategic decisions that bring 
about growth.  The activities of TNCs are meant to stimulate growth in the host 
economy through the realization of externalities and technology spillovers that translate 
into productivity gains (M. Blomström, (1991), V.N. Balasubramanyam et al., (1996) 
and authors quoted therein). 
 
To sum up, within the framework of the endogenous growth theory, most scholars agree 
upon the fact that there are some theoretical implications to take into consideration. 
 
 Since FDI may constitute a mechanism to enable the transfer technology from 
more developed countries to the developing ones, and empirical analyses have 
shown the need for a minimum availability of skilled labor for new technologies 
to be absorbed, this would imply a crucial role of human capital in the process of 
growth (V.N. Balasubramanyam et al., 1996 and 1999; E. Borensztein et al., 
1995; L. De Mello, 1997 and 1999; Lall, S. and R. Narula, 2004; and authors 
quoted therein). 
 In the presence of a large technology gap between the home and the host 
country, it would be very difficult for the recipient economy to benefit from 
FDI.  This statement implies that more homogeneous home and host countries 
lead to higher development potential (E. Borensztein et al., 1995; L. De Mello, 
1997 and 1999; Xiaoying Li and Xiaming Liu, 2005). 
 Governments may influence economic growth by formulating consistent 
development strategies and fostering a complementary relationship between 
                                                 
11
 For a detailed explanation on endogenous growth models see Barro, R.J. and X. Sala-i-Martin (1995); 
Hemmer, H-R. and A. Lorenz (2004). 
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foreign trade and FDI, thus institutional aspects, structural reform and trade 
openness have an important role to play to strengthen positive effects of FDI (M. 
Blomström, 1991; V.N. Balasubramanyam et al., 1996 and 1999, and the work 
of Jagdish Bhagwati (1978) quoted by the author)
12
. 
 
Success or failure stories of FDI-led growth in developing countries have shown that the 
positive impact of FDI on the recipient economy is not automatic. As a consequence 
scholars have tried to identify other factors interacting with FDI that make potential 
positive effects materialize.  Most authors have agreed upon that TNCs stimulate 
growth when a minimum set of conditions are given in the host economy and that 
corporate strategies and national industrial policies should be aligned
13
.  
 
As can be observed from the works discussed below, although theoretical growth 
models predict a positive impact of FDI in practice it is not that simple to assess the 
economic consequences of TNCs in recipient countries.  Depending on how integrated 
they are into the domestic productive structure the potential effects of FDI may be 
different, especially bearing in mind that economic and institutional characteristics vary 
from one country to another. 
 
Among other variables, authors assessing the impact of FDI have considered proxies for 
sector patterns of FDI, types of investments (M&A or Greenfield investments), labor 
skills in the host country, level of development of capital markets, trade openness, and 
economic freedom. 
 
J. Dunning (1993, 2006) maintains that depending on the sectors targeted by TNCs’ 
corporate strategies, FDI inflows are related to a list of determinants
14
 and potential 
positive or negative effects that seem to depend on the investors’ motivations and the 
type of direct investment.  Governments play a key role in attracting the type of FDI 
                                                 
12
 Also see M. Blomström et. al. (2000) for a detailed analysis of the determinants of FDI spillovers in 
host countries.  
13
 See M. Blomström, 1991; L. De Mello 1997 and 1999; S. Lall, and R. Narula 2004; R. Narula and B. 
Portelli, 2004 and authors quoted therein for a broader discussion on the impact of FDI on growth and the 
factors related to it) 
14
 See Table 3 in the previous Section. 
 
32 
 
that best suits their development strategy.  With the implementation of appropriate 
policy instruments to foster technology transfer, production linkages, human capital 
formation, entrepreneurial development, decision-makers in developing countries can 
enable the local economy to profit from FDI inflows. 
 
With regard to the effects on host countries, “the eclectic paradigm suggests that the 
consequences of multinational investment will vary according to the nature and extent 
of the O-specific characteristics of the investing firms, and the L-specific characteristics 
of the countries in which the MNE activity is being (or could be) undertaken.  In the 
light of these O and L characteristics, it considers the extent to which firms will choose 
to internalize the cross-border markets for intermediate products (i.e. their propensity to 
internalize (I) market failure).  The paradigm further avers that each of these 
characteristics is likely to vary according to the countries and sectors of activity in 
which MNE activity occurs and the attributes (including the strategies) of the investing 
firms” (J. Dunning, 1993, pp. 265). 
 
Since the spillover potential of FDI inflows seems to depend on the degree of 
integration into the host economy, FDI in manufacturing and even in services could be 
expected to have larger spillover effects.  This responds to the fact that upstream and 
downstream linkages are said to be the mechanism by which externalities and spillovers 
can take place and benefit host economies (L. Alfaro, 2003).   
 
In the assessment of FDI growth effects, L. Alfaro (2003) first analyzes the overall 
impact of FDI and then assesses the sectoral effect.  Controlling for different variables 
the author finds that “FDI does not exert a robust positive impact on growth” (L. Alfaro, 
2003, pp. 9).  At the macroeconomic level, positive not significant FDI coefficients range 
from 0.08 to 0.14.  At sector level the evidence indicates positive and significant effects in the 
manufacturing sector with FDI coefficients ranging from 0.7 to 1.6.  Regarding the primary 
and service sectors results point to negative and ambiguous effects, respectively (L. 
Alfaro, 2003, pp. 10-13). 
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According to Narula and Portelli (2004) countries with abundant natural resources will 
attract resource-seeking investments instead of market-seeking or other types of 
investments.  “This form of FDI has different implications for growth and development 
in host economies than FDI in manufacturing and services.  The authors quote Heimenz 
et al. (1991) who “find that natural resource oriented FDI in contrast to manufacturing 
FDI tends to be undertaken independently of macro-economic conditions and other host 
country factors (Narula and Portelli, 2004, pp. 4). 
 
Results from other empirical studies such as L. De Mello (1997), E. Borensztein et al. 
(1995), V.N. Balasubramanyam et al. (1999) suggest that FDI may stimulate growth 
when host economies have a minimum threshold of absorptive capabilities.  The 
availability of skilled labor force is one of the necessary conditions for FDI to positively 
affect a country because it enables the new technology to spill over the whole economy.   
According to L. De Mello (1997) and the authors he recalls FDI stimulates growth when 
country specific factors allow for the occurrence of externalities and productivity 
spillovers.  L. De Mello (1997) also argues that the degree of complementarity and 
substitution between foreign and domestic investment determines the impact of FDI on 
growth.  He concludes that the impact of FDI on economic growth depends on country–
specific factors.  FDI enhances growth via knowledge transfers and capital 
accumulation and it seems that the smaller the technological gap (between investor and 
recipient), the larger the positive impact.  The study also indicates that the development 
threshold is essential to bring FDI into the country and states that policy-makers should 
be aware of the limitations of FDI-led growth strategies (L. De Mello, 1997, pp. 30-31).  
 
E. Borensztein et al. (1995) found a positive influence of FDI on growth when the stock 
of human capital available in the home country is high.  Higher levels in the stock of 
human capital enable the transference of technology.  “The contribution of FDI to 
economic growth could result from two effects.  First, FDI could add to capital 
accumulation, and thus to economic growth.  This would require that FDI does not 
“crowd out” equal amounts of investment from domestic sources by competing in 
product markets or financial markets (for example, under conditions of financial 
repression).  And second, FDI could contribute to economic growth if it is more 
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productive, or efficient, than domestic investment”   (E. Borensztein et al. 1995, pp.14 ). 
Their main finding is a strong positive interaction between FDI and the level of 
educational attainment that stimulate economic growth.  “The total effect amounts to 
between 0.4 and 0.7 percentage points for the average level of secondary school 
attainment for the countries in the sample (0.9), which is well above the less than 0.15 
percentage points increase in the growth rate generated by each percentage point 
increase in aggregate investment ”   (E. Borensztein et al. 1995, pp.17 ). 
 
Evidence presented by V.N. Balasubramanyam et al. (1996 and 1999) regarding the role 
of country-specific factors in the effects of FDI show that human capital is important, 
but also that the trade regime and the size of the local market influence the impact on 
growth.  In their effort to establish the role of FDI in developing countries V.N. 
Balasubramanyam et al. (1996) recall Jagdish Bhagwati´s (1978) hypothesis under 
which the amount and effects of FDI on growth depend on the trade regime.  The 
authors take a sample of 46 countries for the period 1970-1985 and analyze the growth 
impact grouping them in three different manners. In the first place they take the whole 
sample, and then they take two subgroups, one for export promoting countries (EP) and 
the other for import substituting (IS).  Results indicate that output elasticity with respect 
to foreign capital is only significant in EP countries. The dimension of this elasticity is 
1.83 ” (V.N. Balasubramanyam et al., 1996, pp. 101).  
 
An empirical study by M. Bengoa and B. Sanchez-Robles (2003) examines the role of 
economic freedom in Latin America in the magnitude of growth-stimulating effects of 
FDI.  After using different techniques, the authors find that “FDI is always significantly 
and positively correlated with economic growth.  Neither the magnitude of the 
coefficient nor the degree of significance vary much when alternative techniques are 
applied” (M. Bengoa and B. Sanchez-Robles, 2003, 542).  When analyzing other 
variables they conclude that economic and political stability should be accompanied by 
a market-oriented environment.  The main conclusion of this work is that economic 
freedom has a very positive influence on the growth effects of FDI and, therefore, 
policy-makers should increase it (M. Bengoa and B. Sanchez-Robles, 2003, 543).  
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P. Nunnenkamp and J. Spatz (2003) attribute the interplay of industry and host-country 
characteristics a crucial role in the growth effects of FDI, because they are closely 
related to the type of investment a country is more likely to host.  To them whether FDI 
is resource-, market- or efficiency-seeking explains a stronger or weaker impact on 
economic growth.  In the same direction M. Blomström and A. Kokko (1997) also 
conclude that the nature of the effects is closely related to the characteristics of the 
country and its local industry. 
 
R.Rahm and K. H. Zhang analyzed FDI flows in the 1990s for a large number of 
countries and their results indicated that for the observed period of time (1990-1997) the 
linkage FDI-economic growth seems to be positive.  However, they did not find any 
evidence for the complementarity between FDI and host’s country level of education 
(R. Rahm and K. H. Zhang, 2002, pp. 212).   
 
Even though most empirical works find evidence supporting a positive incidence of FDI 
on growth, in contrast to the former studies, M. Carkovic and R. Levine (2002) find no 
clear growth effects of FDI.  The authors conclude that “after resolving many of the 
statistical problems plaguing past macroeconomic studies and confirming our results 
using two new databases on international capital flows, we find that FDI inflows do not 
exert an independent influence on economic growth.  Thus, while sound economic 
policies may spur both growth and FDI, the results are inconsistent with the view that 
FDI exerts a positive impact on growth that is independent of other growth determinants 
(M. Carkovic  and  R. Levine, 2002, pp. 13). 
 
 
3.3. The Question of Causality 
 
“Neoclassical models of growth as well as endogenous growth models provide the basis 
for most of the empirical works on the FDI-growth relationship.  The relationship has 
been studied by explaining four main channels: (i) determinants of growth, (ii) 
determinants of FDI, (iii) role of multinational firms in host countries, and (iv) direction 
of causality between the two variables” (A. Chowdhury and G. Mavrotas, 2005, pp. 1).   
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The previous sections of this chapter review literature on FDI determinants and FDI as a 
growth-enhancing factor.  Noting that most empirical works address the relationship 
between FDI and economic growth from these two perspectives, this section is 
dedicated to the question of causality.  The relevance of addressing the direction of 
causality is not only because it is a fundamental aspect of this dissertation, but also 
because it has important policy implications, especially for developing countries that 
attract FDI actively. 
 
When analyzing the different channels in which FDI and growth interact we observe 
direct or indirect effects at different levels of the economy.  We have TNCs, on the one 
hand, and the host economy, on the other.  These two economic actors interrelate 
through foreign direct investments and economic policy, in which corporate strategies, 
local industries and country characteristics have a role to play.  Figure 2 summarizes 
these interactions.   
 
       Figure 2: Aspects of the FDI-Growth Relationship 
 
Source: Elaborated by the author based on the literature review. 
 
According to the conceptual framework of the growth theory most scholars make the a 
priori assumption that FDI causes growth.  However, inconclusive or opposing 
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evidence suggests that there is no general rule on the matter.  Empirical works have 
shown that the direction of causality may vary from country to country and thus it is not 
clear “what causes what”.15 
 
H. Hansen and J. Rand (2006) point out that even though there is evidence for a positive 
relationship between FDI and growth in developing countries, the question of causality 
has not been solved.  It is not clear whether FDI leads to long-term economic growth or 
if it is because of growth in the host country that FDI is undertaken.  The authors also 
indicate that none of the above scenarios can be ruled out and thus the importance of 
surveying the causal relationship of these variables. 
 
Depending on the expected direction of causality authors can formulate three possible 
hypotheses, namely, the hypothesis of growth-driven FDI, the hypothesis of FDI-led 
growth or the hypothesis of feedback or bidirectional relationship
16
.  Each of them has 
different theoretical basis. 
 
In the literature the occurrence of growth-driven FDI derives from the assumption that 
for TNCs to undertake profitable foreign investments, market growth and market size 
are key factors.  Authors have observed that especially for market-seeking and export-
seeking FDI locational advantages related to the size of the economy, the economic 
performance, the availability of human capital and the regimes of trade play a crucial 
role.  In other words, the influx of FDI into the host economy depends on given country 
economic and institutional characteristics (K. H. Zhang, 2001).   
 
As commented by K. H. Zhang (2001), the hypothesis of FDI-led growth is founded on 
the theoretical basis of the determinants of growth, where changes in capital and labor 
influence growth. From a neoclassical perspective FDI can boost growth by increasing 
the stock of capital. From an endogenous perspective it can stimulate the economic 
expansion through technological spillovers and externalities.  Nevertheless, in either 
case the effects seem not to be automatic.  In economies in which growth is driven by 
                                                 
15
 Quoting part of the title “FDI and Growth: What Causes What?  by A. Chowdhury and G. Mavrotas, 
2003 
16
 For a more detailed explanation on the different hypotheses see K. H. Zhang, 2001, pp. 176-177 and the 
works quoted by the author. 
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FDI, policy makers would have to guide their efforts to enable the accumulation of 
capital and the transfer of knowledge to happen.  In other words, they would have to 
make sure that the absorptive capabilities are given in order for the country to profit 
from FDI. 
 
Considering that economic growth and FDI flows may reinforce each other, the third 
hypothesis arises.  This hypothesis of feedback is supported by a proven positive 
association between the variables. In such a feedback scenario “countries with fast 
economic growth, not only generating more demand for FDI but also providing better 
opportunities for making profits, attract greater FDI.  On the other hand, FDI inflows 
may foster economic growth of host countries through positive direct effects and 
indirectly spillover effects” (K. H. Zhang, 2001, pp. 177).  
 
To investigate the direction of causality scholars work with different econometric 
procedures to cope with the complexity of the matter.  Methodologies range from cross-
country analyses for groups of countries to time series approaches for individual cases.  
Some authors take only the two variables in question to establish cointegration and the 
direction of causality.  Some others examine the relationship between FDI and growth 
in light of other factors that may influence the direction of the causal linkage.   
 
Tables 4a and 4b present a selection of studies addressing the question of causality 
using different econometric techniques and covering different countries and periods.  
They also show the main findings of the authors. 
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Table 4a: Summary of Empirical Studies on FDI-Growth Causality Using Panel Data 
Author Analyzed 
countries 
Studied 
period 
Data/Econometric 
approach 
Main conclusion 
H. Hansen and J. Rand 
(2006) 
 
31 
developing 
countries 
 
1970-2000 
Panel (Bivariate 
vector 
autorregresive 
model) 
Long-run causal link from FDI to 
GDP. The impact of FDI on growth 
should in principle be the same in 
all regions 
U. Nair-Reichert and D. 
Weinhold (2001) 
24 
developing 
countries 
 
1971-1995 
Panel (mixed fixed 
and random 
coefficient 
approach) 
Heterogeneous causality across 
countries 
J. I. Choe (2003)  
80 countries 
 
1971-1995 
Panel (VAR Model -
Holtz-Eakin, Newey 
and Rosen) 
Causality runs in either direction, 
but is more evident from growth to 
FDI 
P. Basu C. Chakraborty 
and D. Reagle (2003) 
 
23 countries 
 
1978-1996 
Panel (Pedroni 
conitegration 
with residual-
based ADF tests) 
There is biderectional causality in 
relatively open economies, while 
causality goes from growth to GDP 
in relatively closed countries 
C. Calderón, N. Loayza 
and L. Servén (2004) 
22 developed 
and 50 
developing 
countries 
 
1987-2001 
Panel (Bivariate 
vector 
autorregresive 
model) 
Both greenfield and M&A FDI lead 
to domestic investment but are 
led by GDP growth 
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Table 4b: Summary of Empirical Studies on FDI-Growth Causality Using Time Series 
Author Analyzed 
countries 
Studied 
period 
Data/Econometric 
approach 
Main conclusion 
K. H. Zhang, 2001 11 
developing 
countries 
(Asia and 
Latin 
America) 
 
 
1960-1997 
Time series (unit 
root cointegration-
causality tests) 
Patterns of FDI-growth links differ 
between Asia and Latin America 
Chowdhury and G. 
Mavrotas (2003, 2005) 
Chile, 
Malaysia, and 
Thailand 
 
1969-2000 
Time-series (Toda 
Yamamoto causality 
test) 
GDP causes FDI in Chile.  
Biderectional causality in Malaysia 
and Thailand 
R. P. Pradan (2008), India and 
Malaysia 
1970-2004 Time series (unit 
root cointegration 
and Granger 
causality tests) 
Economic growth promotes FDI in 
India and Malaysia. In these two 
countries FDI may stimulate 
economic growth indirectly 
C. Chakraborty and 
Basu, P. (2001) 
 
India 
 
1974-1996 
Time series 
(cointegration and 
VECM models) 
Causality in India runs from GDP to 
FDI 
M. Ramirez (2006a)  
Mexico 
 
1960-2001 
Time series 
(cointegration – 
Error Correction 
Model) 
Private and foreign investment per 
worker have an effect on labor 
productivity growth 
M. Ramirez (2006b)  
Chile 
 
1960-2000 
Time series 
(cointegration -Error 
Correction Model) 
Positive relationship between FDI 
and labor productivity based on 
spillover effects 
D. Herzer, S. Klasen and 
R. Nowak-Lehmann 
(2006) 
28 
developing 
countries 
 
1970-2003 
Time series (single-
equation and system 
cointegration 
techniques) 
No clear evidence for a pattern of  
the FDI-growth linkage 
C. Chakraborty and P. 
Nunnenkamp 
(2006) 
India 1987-2000 Granger causality 
tests within a panel 
cointegration 
framework 
There exists a short and long-term 
two way relationship between FDI 
and output, but causality mainly 
runs from growth to FDI.  
 
In their paper H. Hansen and J. Rand (2006) propose three objectives to better 
understand causality between FDI and growth using panel data for 31 developing 
countries from 1970 to 2000.  They first work on model specifications following the 
findings of Carkovic and Levine (2002), then they test for economic significance of FDI 
inflows (using a standard Solow model and carrying out Granger causality tests) and, 
finally, they search for systematic patterns in the size of the long-run impact of FDI on 
GDP (H. Hansen and J. Rand, 2006, pp- 21-23).   
 
The authors’ main conclusion is that the predictions of standard neoclassical models are 
correct i.e. FDI enhances economic growth in the long run.  According to their 
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empirical results, “one percentage point increase in FDI/GDP leads to 2.25 increase in 
GDP in the long run” (H. Hansen and J. Rand, 2006, pp. 32).  In addition to that, they 
conclude that the impact of FDI on growth in different developing regions (Africa, Asia 
and Latin America) should be the same no matter the level of development. 
 
U. Nair-Reichert and D. Weinhold (2001) work with a cross-country panel of 24 
developing countries over a period 1971-1995 years to test the heterogeneity of causal 
links between FDI on growth.  They use the alternative methodology of a mixed and 
random coefficient approach to consider a possible heterogeneous strength of causality 
between the two variables.  This innovative approach rejects the assumption of 
traditional panel data that the relationship between FDI and growth is homogeneous 
across countries.   
 
The authors point out that their results are significantly different from those conducting 
traditional panel data causality tests.  The evidence found indicates that in general, in 
developing countries, although economic growth and domestic investment are 
correlated their causal link is weaker than that between growth and FDI.  The results 
also show that the impact of FDI on growth is larger in more open economies (U. Nair-
Reichert and D. Weinhold, 2001, pp. 168). 
 
J. I. Choe (2003) analyzes a sample of 80 countries for the period 1971-1995 using the 
panel VAR model proposed by Holtz-Eakin, Newey and Rosen.  The empirical 
evidence indicates that Granger causality runs in both directions.  However, in some 
cases it is more evident that growth Granger causes FDI.  The author also investigates 
the causal link between growth and gross domestic investment (GDI) and only finds 
evidence for causality from growth to GDI. 
 
According to Choe the answer to the question of causality between growth and FDI is 
still unclear.  In conclusion, rapid economic growth might lead to high FDI flows or 
vice versa.  Also, the impact of investment on growth may be different in each country.  
To the author “the interpretation of causality remains controversial”.  Despite a 
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statistically significant positive correlation, there is the matter of reverse causation that 
may bias the results (J. I. Choe, 2003, pp. 54-55).  
 
Exploring the hypothesis of a feedback relationship between economic growth and FDI 
inflows Basu, P., C. Chakraborty and D. Reagle (2003) argue that a “two-way link 
between FDI and GDP stems from the fact that increased FDI promotes growth in host 
countries, whereas brighter growth prospects in the host countries attract an increased 
flow of FDI” (Basu, P., C. Chakraborty and D. Reagle, 2003, 510). 
 
Their estimations cover a panel of 23 developing countries for the period 1978-1996.  
They use a Pedroni conitegration panel with a residual-based ADF test.  In the second 
part of the analysis the authors recalculate the panel incorporating the variable of trade 
openness to allow for country-specific effects.  The main finding of the estimations is 
that in more liberalized economies FDI and growth strongly reinforce each other both in 
the long- and short-run. 
 
From the perspective of causality, but considering thedifferent types investment, C. 
Calderón, N. Loayza and L. Servén (2004) take a large sample of industrialized and 
developing countries to examine the relationship between greenfield FDI, cross-border 
M&A, domestic investment and economic growth. The paper analyzes data for the 
period 1987-2001 to answer two questions. First, whether FDI attracted through 
privatizations had only a “one-time effect” or led to additional greenfield investments in 
the host country.  And second, whether there is a pattern to follow regarding the cause-
effect relationship between the two types of FDI and the domestic variables.   
 
Addressing the first question the authors find evidence showing that an increase in 
M&A is indeed followed by a similar growth in greenfield FDI, but in developing 
countries the proportion might be higher.  Regarding the second question, C. Calderón, 
N. Loayza and L. Servén suggest that in both industrialized and developing countries 
results indicate that economic growth positively influences the FDI inflows of either 
type.  They say that “greenfield and M&A FDI lead domestic investment but are led by 
GDP growth.  Therefore, economic growth, as the most important indicator of domestic 
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rates of return, serves as an effective “pull” factor for foreign investment; and in turn, 
FDI helps increase domestic investment in the future” (C. Calderón et al., 2004, pp. 17). 
 
Coming to country by country analyses K. H. Zhang (2001) examines the question of 
causality conducting cointegration tests for 11 countries from East Asia and Latin 
America (Hong Kong, Indonesia, Korea, Malaysia, Singapore, Taiwan, Thailand, 
Argentina, Brazil, Colombia and Mexico).  He finds evidence indicating that the causal 
patterns between the two regions are different and that in the case of Latin America the 
effect of FDI on growth seems to be weaker.  For instance, in Latin America the only 
country in which FDI enhances growth is Mexico.  In the other economies the variables 
are either not cointegrated as in Argentina or the causal link goes from growth to FDI as 
in Brazil and Colombia. 
 
The author concludes that it may be the economic differences across countries that 
explain the direction of causality, being trade regime, education and human capital, and 
macroeconomic stability factors playing an important role.  In line with this conclusion, 
A. Chowdhury and G. Mavrotas (2003, 2005) argue that causality seems to depend 
strongly on country characteristics and developing countries should not rely on the 
assumption that FDI causes growth.  They suggest that policy makers should be paying 
more attention to the role of growth as a determinant of FDI and also to aspects related 
to the quality of human capital, infrastructure, institutions, governance, legal 
framework, ICT, and tax systems. 
 
In their work A. Chowdhury and G. Mavrotas (2003, 2005) carry out estimations for 
Chile, Malaysia and Thailand for the period 1969-2000 using the Toda-Yamamoto 
innovative methodology to test the causality.  Their evidence indicates that it is FDI that 
causes growth in Chile, but in the cases of Malaysia and Thailand the relationship runs 
in the both directions. 
 
In the cases of India and Malaysia R. P. Pradhan (2008) evaluates the causal linkage 
between the accumulation of physical capital and economic growth.  He first establishes 
the existence of a long-run relationship between the two variables and then examines 
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the direction of causality.  The author uses cointegration and Granger causality tests.  
Empirical results provide evidence supporting the hypothesis of growth-led FDI.  
According to his findings, the author concludes that in the cases of India and Malaysia 
the causal link runs from GDP to FDI with no reverse causality.  Nevertheless, he does 
not rule out the fact that FDI might promote growth indirectly. 
 
Also using the methodology of cointegration M. Ramirez (2006a, 2006b) investigates 
the impact of FDI on labor productivity in Mexico and Chile.  In the case of Mexico 
gross FDI largely channeled to greenfield investments in the export-oriented 
manufacturing sector (maquiladoras) made an important contribution to gross fixed 
capital formation and GDP.  However, when considering the net inflows the 
contribution is minor. 
 
The results for Chile suggest that although the country has been an important recipient 
of FDI in the region, the fact that until 1995 inflows were mainly channeled to mining 
and agriculture sectors has prevented FDI to have a significant impact on the labor 
productivity.  Ramirez concludes that in Chile the impact of FDI was not as significant 
as expected, considering the size of the received inflows.  The reason is because 
traditional sectors have very few production linkages that hinder spillover effects to take 
place.  
 
Challenging the apriori assumption of FDI-led growth D. Herzer, S. Klasen and R. 
Nowak-Lehmann (2006) review several empirical analyses and carry out their own 
estimations on a country-by-country basis.  They point out some methodological and 
data limitations in former studies that bias the presented results.  Trying to overcome 
those problems the authors work with single equation and system cointegration 
techniques to examine the relationship between FDI and growth for 28 developing 
countries.  In most countries they find a non significant long-run impact of FDI on 
growth.  Furthermore, they conclude that there is no clear link between the growth 
effects of FDI and country characteristics such as income level, school enrollment, trade 
openness and financial markets development. 
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As shown in the literature review a lack of homogeneous evidence on the direction of 
causality between FDI and growth allows us to conclude that the debate on the matter 
remains unsolved.  In other words, despite the efforts of many authors there is still no 
clear indication of what variable precedes the other.  Causality seems to depend on 
country characteristics, and thus some scholars recommend carrying out country by 
country analyses. 
 
 
4. The Role of FDI in Latin America 
 
Different ruling development strategies that have ranged from very protectionist 
frameworks such as ISI policies (1950s-1970s) to liberal structures (1990s-2000s), 
provide the economic policy framework for FDI in Latin America.  Over the past 
decades economic and political goals of policymakers have determined the role of 
external trade and FDI, and thus the importance and composition of external capital 
flows.  It should be noted that international economic conditions have also influenced 
the preference of governments for either form of external financing as well as the degree 
of internationalization and the approach to economic integration (D. Kerner, 2003). 
 
Over the last three decades TNCs have engaged in foreign direct investment in Latin 
American countries following different legislations.  The region has traditionally been 
attractive for market-seeking and resource-seeking investments.  However, Mexico has 
turned into an important recipient of efficiency-seeking investments, particularly 
originated in the United States (ECLAC, 2005).   
 
External trade and FDI in Latin America have gone through different moments in the 
region´s economic history.  For the purpose of this analysis, this chapter will illustrate 
the general economic policy framework influencing trade and FDI over the last decades, 
and the main determinants of FDI in the region.   
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4.1. Economic Policy Framework for FDI in Latin America 
 
In Latin America the affluence of foreign direct investment has been strongly influenced 
by the different development strategies pursued over the years.  For instance, from the 
1950s through the 1970s predominated import substitution industrialization (ISI) 
policies.  In the 1980s, because of the debt crisis, arose the need for macroeconomic 
adjustment, and in the 1990s and 2000s liberalization and globalization were the main 
motivatios (D. Kerner, 2003).  
 
According to D. Kerner (2003) the decade of the 1970s began with an inherited inward-
oriented structure resulting from ISI policies.  In the 1950s and 1960s, in the presence of 
high growth rates, FDI inflows were meant to supplement, on a temporary basis, the 
deficient levels of national savings.  They were also expected to provide a platform for 
technological progress.  At that time, governments promoted the entrance of TNCs 
expecting their foreign capital to compensate for structural deficiencies in the local 
capital formation and allow for technology transfers.  By permitting the presence of 
TNCs in selected sectors, ISI policies sought to strengthen local industries raising 
quality standards that, in the long run, would enable them to compete internationally. 
 
The author points out that, TNCs established subsidiaries in Latin America mainly to 
skip trade barriers and serve local markets.  Because of the lack of international 
competition quality standards remained very low and, thus, the introduction of new 
technologies was not necessary and rarely occured.  Over the years, the expected 
industrial transformation did not materialize and the existence of inefficient 
uncompetitive productive units became evident.  These circumstances and the poor 
economic performance led to hard criticism against the import substitution policies.  In 
addition to that, social unrest in most countries and military regimes in Argentina, 
Brazil, Chile and Uruguay also marked the economic course of the region in the 1970s.  
Towards the end of the decade, and as a response to the influence of the economic 
thinking in developed countries, monetarist schools had played an important role in 
domestic and regional policy making. 
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In the decade of the 1970s FDI inflows to the region were below 1% of GDP (World 
Bank, WDI 2008).  Despite this low percentage Latin America was the region with the 
largest portion (14%) of world FDI flows channeled to developing economies.  TNCs 
were predominantly in “strategic” sectors such as automobiles and steel where 
technology and capital were needed.  The crisis of ISI policies was accompanied by 
efforts to promote manufactured exports from the region by undertaking massive 
currency devaluations and promoting economic integration.  Nevertheless, efforts to 
compete in foreign markets were not enough, because most of the products did not meet 
international quality standards (P. M. Franko, 1999, pp. 62-66). 
 
Especially, in the 1970s the structure of incoming external capital shifted from a 
dominant proportion of official and multilateral loans and development aid to a large 
share of private debt.  Rising oil prices because of the oil shock enabled western 
commercial banks to recycle excessive liquidity of petroleum exporting countries in the 
form of loans to the developing world.  Accordingly to these circumstances, throughout 
the 1970s Latin American governments clearly pursued a debt-led growth strategy (P. 
M. Franko, 1999).  
 
As a consequence of the international economic and financial conditions, the regional 
external debt as percentage of gross national income rose from 20.5% in 1970 to 33.3% 
in 1979.  The main economic objective of policy makers was to tackle political and 
social problems caused by unequal income distribution that resulted from the economic 
growth of the previous decades.  In general, Latin American countries kept growing at 
high rates ranging from 3.5% to 7.8% (World Bank, WDI 2008). 
 
The unsustainability of the debt-led growth strategy brought about the debt crisis of the 
early 1980s.  This crisis evedently forced all countries to reconsider their development 
strategies.  In the opinion of the Inter-American Development Bank “the proximate 
cause of the crisis was a loss of confidence on the part of foreign creditors. Developing 
country debt service burdens started looking unsustainable in the face of a commodity 
price decline that began in the early 1980’s” (Inter-American Development Bank, 2002, 
pp. 2). 
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Throughout the 1980s, called the “lost decade” because of the growth losses and the 
generalized economic deterioration of the region, all Latin American countries were 
struggling against high inflation rates and macroeconomic instability.  “Fifteen out of 
seventeen countries in continental Latin America experienced negative growth rates in 
the 1980s.  The exceptions were Chile and Colombia: during this decade, Chile had the 
merit of being an early reformer and Colombia was the country with the best record of 
macroeconomic stability and external credit worthiness in the region” (N. Loayza, P. 
Fadjnzylber , and C. Calderón, 2002, pp.5).  Governments had to undertake adjustment 
policies and intervened different sectors seeking to trace back the path of development.  
Limited access to international financial markets resulted into considerably higher 
budget deficits in order for the governments to be able to fund their interventions. 
 
According to D. Kerner (2003), during the 1980s FDI inflows into the region remained 
stable.  Nevertheless, they could not provide all the necessary foreign capital to 
overcome the crisis.  There was an imminent need for adjustment measures based 
mainly on deregulation pursuing a smaller role of the State and a larger exposure to 
foreign competition.  At the end of the decade most countries had started liberalization 
processes to modernize their production and economic structures following the 
neoliberal ideas of the Washington Consensus.  Entering into the next decade, FDI and 
TNCs clearly gained enormous importance in most Latin American countries.  
 
According to the author “the 1990s also marked the return of Latin American countries 
to the international financial markets after the debt crisis. The 1980s had seen a decline 
in flows to the region and in the percentage of total international flows it received. 
Furthermore, the 1990s were a decade in which the international economic situation was 
characterized by increasing flows of FDI, with what were now called the “emerging 
economies” playing an important role.  The privatization process in Latin America 
exerted a great attraction on these flows” (D. Kerner, 2003, pp. 93).  
 
The structural reform of the 1990s, based on market principles, had the main objective 
to provide for an efficient allocation of resources and bring about long term economic 
development.  After a decade of economic difficulties policy makers focused their 
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efforts to achieve growth sustainability, reduce poverty and make the region less 
vulnerable to external shocks.  They were concerned with three main matters, namely, 
macroeconomic stability, modernization of infrastructure and productive units, and 
external trade promotion and economic integration. 
 
The key policy areas addressed by macroeconomic stabilization programs were 
monetary, fiscal and financial policies.  Tackling high and volatile inflation rates was 
the starting point of most reform plans in order to recover the credibility of monetary 
policy.  A fundamental aspect to successful monetary measures was an increased 
independence of Central Banks.  In some cases, governments implemented exchange 
rate-based stabilization programs and, in others, more flexible policies such as inflation 
targeting.  By the end of the decade most economies had migrated to inflation targeting 
systems because the Mexican and the Argentinean crises evidenced the limitations of 
rigid exchange rate-based monetary frameworks. 
 
Fiscal discipline was another pillar of the structural reform.  Excessive and 
unsustainable public expenditure, as well as high budget deficits led to the debt crisis of 
the 1980s.  In the context of the structural reform “prudent fiscal policies were 
particularly important to support exchange rate-base stabilization plans in an 
environment where underlying credibility was fragile. Fiscal discipline was crucial for 
several reasons: (1) to moderate expansion in aggregate demand in the initial stages of 
exchange rate-based stabilization plans; (2) to prevent an accumulation of public debt 
that would raise the risk of financing crises; (3) to provide scope for countercyclical 
fiscal policy, given constraints on monetary policy; and (4) to establish credibility that 
fiscal deficits would not eventually be monetized” (A. Singh et al., 2005, Chapter III, 
pp. 26). 
 
The financial reform and the liberalization of capital markets also lied at the heart of the 
macroeconomic stabilization program.  For the economies to improve their growth 
performance and reduce vulnerability a well-functioning and stable financial system 
was crucial.  It is worth noting that financial systems in the region largely relied on 
banks and thus the reform largely focused on the banking system.  Generally speaking, 
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financial reforms in Latin American countries sought to liberalize intermediation, and 
reinforce prudential regulations and supervision.  For instance, minimum reserve 
requirements were reduced, restrictions on interest rates were removed and mandatory 
investments were withdrawn (Lora, E., 2001, pp. 7). 
 
Between the mid 1980s to the mid 1990s trade and financial liberalization made the 
region attractive to TNCs willing to benefit from new business opportunities.  
Especially, privatizations together with the financial and capital markets liberalization 
set a new legal framework for foreign investors to channel their capital to Latin America 
into previously protected sectors such as banking and public utilities.  It also provided 
the basis for local capital and financial markets to internationalize since most 
restrictions to inward and outward capital movements were removed.  All that time a 
large proportion of FDI flows were channeled into Latin America to the service sectors 
by TNCs intending to benefit from the liberalization, privatization and deregulation 
processes (ECLAC, 2001, pp. 17-18).  
 
According to IADB (1997), with respect to the modernization of the economy, the 
decade of the 1990s started with an inefficient state-owned productive and public 
service structures partly because of ISI policies and partly because of nationalization 
processes resulting from the debt crisis.  Low efficiency and competitiveness levels 
evidenced an imminent need for the modernization of infrastructure and productive 
structures.  As a result, during the first half of the decade, governments sought to reduce 
the size of the state and increase productivity undertaking privatization processes in 
sectors such as banking and financial services, transport, telecommunications and 
energy
17
.  Following neoliberal principles the primary aim of privatization was to limit 
the role of the State to supervisory and regulatory levels.  By allowing the private sector 
to take part in traditionally restricted industries policy makers also intended to facilitate 
                                                 
17
 According to the Inter-American Development Bank “forty-three percent of the value of privatizations 
in the region have taken place in utilities, which were traditionally closed to private participation and 
where the potential to obtain gains from productivity and efficiency is greater. Another 22 percent have 
come from the sale of banks and similar entities, thereby bolstering trends toward financial reform 
(IADB, 1997, pp.46). 
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the transfer of new technologies and stimulate competition that indirectly would 
increase productivity.  
 
In a context of globalization significant efforts were made to integrate the region into 
the world economy.  External trade promotion and economic integration were the main 
goals of the trade liberalization pursued by structural reforms.  Latin American 
countries introduced deregulating measures and carried out unilateral policies to open 
up their economies.  In the first half of the 1990s the region achieved average tariff 
levels of 12% when a decade before the average was 40% (IADB 2002, pp.24-25).   
 
Trade liberalization enabled both imports and exports to rise.  However, currency 
appreciation in most countries led to higher increases in imports leading, in some cases, 
to trade imbalances.  “According to ECLAC data between 1990 and 1998 the volume of 
exports increased on average at 8% yearly whereas the volume of imports increased on 
average at 12%” (Ventura-Dias, V., 1999, pp. 20).   Regarding the composition of trade 
Latin American countries have traditionally exported commodities and natural resource-
based manufactures, and imported mainly industrialized goods.   
 
Table 5 shows the progress made between the early 1970s and the mid 1990s in terms of 
export diversification.  We observe that the share of exported commodities fell from 
53.6% to 32.2%, whereas the share of exported industrial goods rose from 46% to 
65.6%. 
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Table 5 Latin America and the Caribbean: Composition of Exports  
1970-1974 and 1995 (percentage) 
 1970-1974 1995 
A. Commodities 53.6 32.2 
1. Agricultural products 29.9 16.0 
2. Mining product 6.2 4.0 
3. Energy products 17.6 12.2 
B. Industrial products 46.0 65.6 
1. Semi-manufactures 33.6 30.5 
1.1.  Agriculturally-based, labor-intensive 9.5 11.9 
1.2.  Agriculturally-based, capital-intensive 6.0 5.2 
1.3.  Mineral-based 9.2 9.1 
1.4.  Energy-based 8.9 4.4 
2. Manufactures 12.4 35.1 
2.1.  Traditional industries 4.3 5.8 
2.2.  Basic inputs 1.9 7.2 
2.3. New labor-intensive industries 3.6 10.0 
a) Low technological content 0.6 1.7 
b) Mid-range technological content 1.6 4.5 
c) High technological content 1.4 3.8 
2.4.  New capital-intensive industries 2.6 12.1 
a) Low technological content 0.3 0.9 
b) Mid-range technological content 1.7 10.1 
c) High technological content 0.6 1.2 
C. Other 0.4 2.2 
TOTAL 100 100 
Source: adapted from Devlin, R. and Ffrench-Davis, R. (1998) pp. 28. Data from ECLAC, on the basis 
of official figures. 
Note: For 1995, Mexico’s figures were adjusted excluding maquila, in order to homogenize with the 
1970-74 period figures. 
 
According to Ventura-Diaz (1999) despite the improvements made in export 
diversification, most countries in the region still follow a specialization pattern based on 
static comparative advantages.  On the one hand Mexico, Central America and the 
Caribbean have oriented their exports to the US market competing on the basis of low-
wage assembly type operations (i.e. maquila).  On the other, South American countries, 
with the exception of MERCOSUR (where automotive industries are competitive) have 
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specialized in natural resources and natural resource-based manufactures also mainly 
oriented to the US market
18
. 
 
Trade policies, in accordance with the ruling development strategies and economic 
prosperity, have led to different waves of economic integration in Latin America over 
the last decades.  As exposed by the Inter American Development Bank (2002b), the 
first wave of regional integration initiatives took place in the 1960s and 1970s.  
Examples of signed trade agreements are the Central American Common Market-
CACM (Costa Rica, El Salvador, Guatemala, Honduras and Nicaragua - 1960) and the 
Andean Pact (Bolivia, Colombia, Ecuador, Peru and Venezuela - 1969).  Over the years 
those initiatives lost momentum when the realization of more advanced stages of 
integration had to be postponed, on the one hand, because of different development 
levels of the participating countries, and, on the other, because of a lack of political will.  
Moreover, external imbalances, political and macroeconomic instability made the 
regional economic landscape become more complex and brought regional integration 
processes into a phase of stagnation.   
 
The IADB (1997) also suggests that, under the framework of the New Economic Model 
(NEM)
19
 and a strategy of “open regionalism” Latin American policy makers intended 
not only to boost regional trade, but also to tighten commercial linkages with developed 
countries.  This new trade strategy sought to strengthen structural reforms, allow for 
economic transformation and, more importantly, attract foreign direct investment to the 
region.  A new international trade context, brought about by the finalization of the 
Uruguay Round and the conformation of the World Trade Organization in 1994, led to a 
new wave of regional free trade agreements (e.g. G-3 (Colombia, Mexico and 
Venezuela) in 1994, MERCOSUR (Argentina, Brazil, Paraguay and Uruguay) in 1991, 
Chile - MERCOSUR 1996, and Bolivia - MERCOSUR 1997).  In addition to that, old 
regional integration agreements such as CACM and the Andean Pact reactivated their 
free trade zones.   
                                                 
18
 See ECLAC (2001a) Latin America and the Caribbean in the World Economy. 1999-2000 Edition, 
chapter II, for an overview on the composition by country, region and product of world and Latin 
American exports in the 1990s. 
19
 The New Economic Model (NEM) defines the neoliberal model introduced in Latin America by 
structural reforms based on the Consensus of Washington (Inter-American Development Bank, 2002b). 
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“Perhaps the most dramatic change in character was the gradual shift during the 1990s 
from the traditional intra-regional focus for integration (“South-South”) to growing 
interest in inter-regional (“North-South”) agreements that commercially link 
industrialized countries in reciprocal free trade, often in conjunction with ambitious 
functional cooperation programs. This would have been politically inconceivable before 
the new policy framework that emerged in Latin America” (Inter-American 
Development Bank, 2002b, Ch. 2, pp. 32).  For the first time in the Latin American 
economic integration free trade agreements involved countries with different levels of 
development.  The first one was the North American Free Trade Agreement (NAFTA) 
signed by Canada, Mexico and the United States in 1992 and entered into force in 1994.  
This agreement set a precedent in the region and allowed for other “North-South” FTAs 
to be signed, for instance between Chile and Canada (1996), Mexico and the European 
Union (1999), Mexico and EFTA (2000) and Chile and the European Union (2000).  
 
As shown in Table 6 the decade of the 1990s observed an interesting dynamic in 
intraregional and extraregional exports
20
.  In terms of annual growth from 1990 to 1997 
intraregional exports grew in average 17.8% and in 1997 reached the 51.5 billion US 
dollars accounting for approximately 20% of total exports.  Nevertheless, despite this 
high growth rate, in terms of value, intraregional exports were notably surpassed by 
extraregional exports that totaled 216.7 billion US dollars in 1997 up from 121.4 billion 
in 1990 (Devlin, R. and Ffrench-Davis, R., 1998, pp. 3-4). 
 
  
                                                 
20
 For a detailed assessment of the strategic dimensions and rationale of regional integration and the 
evolution of intraregional and extraregional trade see Devlin, R. and Ffrench-Davis, R. (1998). 
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Table 6: Latin America and the Caribbean: Total and Intra-Regional Exports 
a
 
(US$ millions and percentage) 
 1990 1991 1992 1993 1994 1995 1996 1997 1990-
1997 
Latin America 
total exportsb 
137,781 136,242 140,234 150,691 176,018 212,325 239,646 268,294  
% growth 10.5 -1.1 2.9 7.5 16.8 20.6 12.9 12 10 
Extra-Latin 
America exports 121,412 116,249 115,291 121,058 141,020 170,431 195,867 216,766  
% growth 10.9 -4.3 -0.8 5 16.5 20.9 14.9 10.7 8.6 
Intra-Latin 
America Exports 16,369 19,993 24,943 29,633 34,998 41,894 43,779 51,528  
% growth 7.3 22.1 24.3 19.3 18.1 19.4 4.5 17,7 17.8 
Intra/Total 11.9 14.7 11.1 19 19.3 19.1 18.3 19,2  
Andean 
Community total 
exports 31,605 28,630 28,390 29,654 34,256 38,843 45,479 49,568  
% growth 26.1 -9.4 -0.9 4.5 13.5 13.4 17.1 9 6.6 
Extra-Andean 
exports 30,310 26,912 26,224 26,858 30,952 34,268 40,817 43,959  
% growth 26.2 -11.2 -2.6 2.4 14.9 11.1 19.1 7.7 5.5 
Intra- Andean 
Exports 1,295 1,719 2,156 2,796 3,404 4,575 4,662 5,609  
% growth 23.5 32.7 25.4 29.7 21.7 34.4 1.9 20.3 23.3 
Intra/Total 4.1 6 7.6 9.4 9.9 11.8 10.3 11.3  
CARICOM total 
exports 4,762 4,771 4,875 4,837 5,933 6,211 --- ---  
% growth 6.3 0.2 2.2 -0.8 22.7 4.7 --- --- --- 
Extra- 
CARICOM 
exports 4,224 4,308 4,408 4,286 5,346 5,407 --- ---  
% growth 4.9 2 2.3 -2.8 24.7 1.1 --- --- --- 
Intra- 
CARICOM 
Exports 555 463 467 551 587 815 --- ---  
% growth 23.3 -13.9 0.8 19.1 6.5 38.9 --- --- --- 
Intra/Total 11.7 9.7 9.6 11.4 9.9 13.1 --- ---  
CACM total 
exports 
4,058 4,138 4,697 5,065 5,509 6,864 7,786 8,243  
% growth 12.7 2 13.5 7.9 9.9 24.6 13.4 5.9 10.7 
Extra- CACM 
exports 
3,402 3,356 3,697 3,961 4,290 5,408 6,200 6,417  
% growth 12.4 -1.3 10.1 7.1 8.1 26.4 14.6 3.5 9.5 
Intra- CACM 
Exports 
656 782 1,000 1,105 1,229 1,456 1,586 1,826  
% growth 14.6 19.1 27.9 10.4 11.3 18.4 8.9 15.1 15.7 
Intra/Total 16.2 18.9 21.3 21.8 22.3 21.2 20.4 22.2  
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Table 6 (cont.): Latin America and the Caribbean: Total and Intra-Regional 
Exports 
a
 
(US$ Millions and Percentage) 
MERCOSUR 
total exports 46,425 45,911 50,561 54,162 62,112 70,401 74,998 82,369  
% growth -0.3 -1.1 10.1 7.1 14.7 13.3 6.5 9.8 8.5 
Extra- 
MERCOSUR 
exports 42,302 40,808 43,341 44,132 50,157 56,018 57,960 62,215  
% growth -1.2 -3.5 6.2 1.9 13.7 11.7 3.5 7.3 5.7 
Intra- 
MERCOSUR 
Exports 4,123 5,102 7,220 10,031 11,955 14,394 17,038 20,154  
% growth 10.8   23.8 41.5 38.9 19.2 20.3 18.4 18.3 25.4 
Intra/Total 8.9 11.1 14.3 18.5 19.2 20.4 22.7 24.5  
NAFTA total 
exports 561,164 591,440 627,933 661,752 738,494 856,598 907,809 1,000,755  
% growth 7.8 5.4 6.2 5.4 11.6 16 6 10.2 8.6 
Extra- 
NAFTA 
exports 320,667 341,997 354,468 360,444 396,434 461,079 480,978 514,926  
% growth 5.2 6.7 3.6 1.7 7.2 19.3 4.3 7.1 7 
Intra- 
NAFTA 
Exports 240,497 249,443 273,465 301,308 352,060 395,520 426,831 485,829  
% growth 11.5 3.7 9.6 10.2 16.9 12.3 7.9 13.8 10.6 
Intra/Total 42.9 42.2 43.6 45.5 47.7 46.2 47 48.5  
Source: adapted from Devlin, R. and Ffrench-Davis, R. (1998) pp. 4. Data from IDB, Statistics and Quantitative Analysis Unit of 
the Integration and Regional Programs Department based on DATAINTAL. 
Notes: a The exports of Mexico include maquila in all years.  b Latin America includes Argentina, Bolivia, Brazil, Chile, Colombia, 
Costa Rica, Ecuador, El Salvador, Guatemala, Honduras, Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay y Venezuela. 
 
The positive results of structural reforms and economic integration brought the 
economies of the region back to the path of growth and attracted large amounts of 
foreign direct investment.  However, the strong economic recovery from the early 1990s 
decelerated because of the Mexican crisis.  Even though the growth pace resumed 
during the second half of the decade, in 1998 contagion from the Asian crisis 
considerably affected the economic performance of the region.  Particularly Brazil and 
Argentina faced critical problems.   
 
In Latin America, despite the Argentine and the Mexican crises, a significant growth in 
FDI flows was observed during the second half of the 1990s until 2001.  That year FDI 
flows started to fall, dropping for three years in a row.  First signs of recovery were seen 
in 2004 and sustained through 2007 thanks to a favorable international environment and 
a better regional economic performance.   
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The modernization of the Latin American economies allowed for local companies to 
internationalize their operations.  Most of them undertook FDI projects in the region, 
particularly in their neighboring countries, and turned into the so called Trans-Latins.  
Increased levels of intra-regional trade accompanied by fewer restrictions to foreign 
capital, among other factors, provided the ideal platform for such companies to engage 
in intra-regional direct investments.  In short, deregulation, privatization processes and 
economic integration played an important role in stimulating intra-regional FDI.  
(ECLAC 1999, Investment Report 1998,). 
 
According to the ECLAC Investment Report 2005 intraregional investments focused 
mainly on serving local markets or exploiting natural resources.  They were mostly 
carried out in sectors such as hydrocarbons, mining, cellulose and paper, steel and other 
metals, cement, food and beverages, engineering and construction, household electrical 
appliances, car parts, aircraft manufacture, electricity, telecommunications and retail.  
Chilean, Brazilian, Argentine and Mexican companies were the most active Trans-
Latins in the period 1990-1996 and have continued to be though the 2000s.    
 
“Chronologically speaking, Argentina and Brazil were the pioneers, driving the first 
waves of outward FDI, while Mexico and Chile entered the process later and were 
important during the boom period. At present, while Brazil has sustained its pattern of 
internationalization and Argentina has virtually disappeared as an external investor, it is 
companies from Mexico and Chile that have taken up the running, increasing their 
presence in external markets with new production and service activities” (ECLAC 2006 
Investment Report 2005, pp. 68). 
 
Table 7 summarizes the main features of the internationalization process of Latin 
American companies from the above mentioned four leading countries undertaking FDI 
in the region.  It can be observed that some companies managed to have global 
presence, but most of them remained within the boundaries of the region
21
.   
 
                                                 
21
 For a detailed analysis on the expansion of Trans-Latins see ECLAC 2006 Investment Report 2005, 
chapter III, pp. 63-84. 
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Over the last decade most Latin American governments have given especial importance 
to the role of FDI in their development strategies.  After receiving large amounts of FDI 
in the 1990s and observing success stories of proactive FDI promotion, Latin American 
governments profited from such strategies especially for job creation and technology 
transfers.  Introducing an active FDI promotion strategy have allowed them to integrate 
the inflow of foreign investments to the productive and economic development policies 
of the country.   
 
With a main target of efficiency-seeking and export-oriented FDI, during the first half 
of the 2000s most countries in the region established their Investment Promotion 
Agencies (IPAs) and introduced different types of fiscal or financial incentives.  A 
move towards an active FDI promotion implied an important shift from a traditionally 
passive attraction of FDI to an elaborated and coordinated promotion strategy.  It also 
implied that the attractiveness of countries would then have to base on competitive 
rather than comparative advantages. 
 
In sum, as foreign investment recipients the Latin American economies have 
experienced an interesting process over the last decades.  The region managed to move 
from the restricted FDI regimes of the ISI policies to the liberalized frameworks of a 
globalized world.  The region has recovered its attractiveness to TNCs and has gained a 
larger portion of FDI to developing countries. 
 
  
Table 7: National Case Studies - The Factors Behind Internationalization 
Country Main activities Geographical 
distribution 
Investment 
strategy focus 
Push factors Pull factors Leading companies 
Brazil Manufacturing 
(natural resource-
based, car parts, 
aeronautical), 
hydrocarbons, 
mining, services 
(engineering and 
construction) 
Latin 
America, 
Europe, North 
America, 
Africa, Asia 
Market-seeking 
and natural 
resource-
seeking 
Risks and high market share in 
domestic market, competition 
policy constraints on domestic 
market expansion, threats in 
domestic market because of market 
opening and deregulation, need to 
break into new markets 
Attractive external markets, 
opportunities created by 
privatizations and new openness to 
foreign competition in neighboring 
countries, availability of natural 
resources, following consumers 
Petrobras, Companhia Vale do Rio 
Doce, Gerdau, Ambev, Odenbrecht, 
Votorantim Cimentos, Usiminas, 
CSN, EMBRAER, VARIG, Camargo 
Correa (and Santista), TAM, Andrade 
Gutierrez, Klabin, EMBRACO, 
marcopolo, Tigre, Sabó, WEG 
Argentina Manufacturing 
(natural resource-
based), hydrocarbons, 
services (engineering) 
Latin 
America, 
Europe, Asia 
Market-seeking, 
natural 
resource-
seeking 
Saturated domestic market, scarcity 
of some natural resources, growing 
foreign competition because of 
deregulation and privatization, 
initiatives by State enterprises, 
appreciation of local currency 
Attractive external markets, 
opportunities created by 
privatizations and new openness to 
foreign competition in the countries 
of the region, availability of natural 
resources  
Technit (Tenaris and Ternium), 
Arcor, YPF (cow Repsol-YPF), Pérez 
Companc (now Petrobras Energia), 
Quilmes, Impsa 
Mexico Manufacturing 
(natural resource-
based, except car 
parts), services 
(information 
technology and 
telecommunications) 
North 
America, 
Latin America 
Market seeking New openness to foreign 
competition, growing external 
competition because of 
deregulation and privatization, low 
domestic demand, macroeconomic 
instability, need to consolidate 
export markets 
Access to external markets, access 
to third-country markets via free 
trade agreements, proximity to 
North American market, Hispanic 
network in United States, 
improvements to logistics and 
distribution systems, deregulation 
of services, new partnerships with 
transnationals 
CEMEX, America Móvil, Bimbo, 
Gruma, TELMEX, Alfa, Coca Cola 
FEMSA, San Luis Rassini, Mabe 
Chile Services (electricity, 
retail, financial 
services) (50%), 
manufacturing 
(mainly natural 
resource-based) 
(30%) 
Latin America 
(Argentina 
51%, Brazil 
14%, Peru 
14%) 
Market-seeking, 
natural 
resource-
seeking 
Early economic reformer, small 
nation market, saturated domestic 
market, availability of local 
financing for investment abroad, 
greater foreign competition because 
of deregulation and privatization, 
initiatives by State enterprises 
Access to external markets, access 
to third-country markets via free 
trade agreements, privatizations in 
neighboring countries, economy 
opened uo to foreign competition, 
availability of natural resources, 
deregulation of services, 
availability of international 
financing (ADRs)  
ENAP, Falabella, Cencosud, Lan 
Airlines, Arauco, CMPC, CGE, 
ENTEL, Farmacias Ahumada, 
MOLYMET, Ripley, CCU, 
Embotelladora Andina, Madeco 
Note: Adapted from Annex Table III-A.1 and Table III-A.2., pp. 82-83, ECLAC Foreign investment in Latin America and the Caribbean • 2005 
Source:  Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of case studies presented at the Expert Meeting on Enhancing Productive Capacity 
of Developing Country Firms through Internationalization, United Nations Conference on Trade and Development (UNCTAD), Geneva, 5 to 7 December 2005.  
4.2. FDI determinants and TNCs’ strategies in the region 
 
As presented in Section 3.1, the literature refers to different theoretical approaches to 
explain the occurrence of FDI.  In this section I want to focus on Latin America and 
examine the main characteristics of the region that make it attractive for TNCs.  
 
In a developing region such as Latin America, companies are said to consider aspects 
like entry restrictions and risk, administrative bottlenecks, investment- and production-
related costs, quality of infrastructure, ease of doing business, availability of skills, and 
trade-related variables among others.  In some cases, incentives such as tax breaks and 
direct subsidies provided by host country governments may also be of relevance.  
Depending on the type of investment (horizontal or vertical) and the motivation of 
investors (market-, resource-, efficiency- or asset-seeking) the relevance of each factor 
may vary (P. Nunnenkamp, 2002). 
 
The attractiveness of Latin American countries as FDI recipients has been very closely 
related to the pursued development strategies, and the legal and institutional frameworks 
discussed in Section 4.1.  However, the economic history of the region shows 
dominance of market-seeking and resource-seeking FDI flows.  This means that factors 
related to market size and growth, together with the availability of natural resources are 
the key determinants of FDI in the region. 
 
L. J. Trevino et al. (2002b) tested the traditional determinants of FDI for seven Latin 
American countries (Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela).  
Among other hypotheses, they tested the market size as a key determinant of FDI 
inflows into Latin America and found strong evidence supporting it.  In other words, the 
results showed “that size of gross domestic product was highly significant in explaining 
FDI inflows into Latin America” (L. J. Trevino et al., 2002b, pp. 385-386). The authors 
also found highly significant and positive relationships between FDI inflows and larger 
current account deficits, more liberalized capital markets and high privatization values. 
The paper concludes that how successful Latin American countries were in attracting 
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FDI between 1988 and 1992 was largely explained by the implementation of market 
reforms. 
 
Evidently, the liberalizing and globalizing forces of the 1990s transformed the 
international economic environment.  They also enabled the implementation of the New 
Economic Model (NEM) that transformed the policy and institutional framework in 
Latin American countries.  According to Mortimore (2000), taking advantage of the 
liberalization and privatization processes new and existing TNCs looked for four 
principal benefits in the region during the 1990s.  Moving from the simpler to the more 
complex, they were: greater access to natural resources; greater access to markets for 
manufactures; new access to markets for services; and improved efficiency of their 
international systems of integrated production.  In most cases, new entrants sought to 
gain access to natural resources, and to formerly closed service markets, whereas 
already installed TNCs oriented their strategies rather to expand their regional presence 
in manufactures markets and to enhance efficiency. 
 
In countries such as Venezuela and Colombia new TNCs targeted the petroleum and gas 
sectors, whereas in Chile and Peru they targeted the mineral sector.  The case of 
Argentina was particular, because TNCs benefited from the sale of state-owned 
companies in the three sectors (petroleum, gas and mineral) .  In MERCOSUR countries 
TNCs showed especial interest in the Brazilian and Argentine markets for manufactures 
(e.g. chemicals, food products and tobacco).  They profited from liberalization by 
merging or acquiring local companies.  With regard to the service sector, most countries 
in the region opened up the segments of telecommunications, energy distribution and 
the banking sector.  By means of privatizations, and mergers and acquisitions (M&A) 
TNCs increased their operations in the region (Mortimore, 2000, pp. 1614-1616).   
 
From another perspective, FDI flows to Latin American countries can be explained by 
different factors determining the dimensions of risk, cost and opportunities.  Risk 
factors relate to the commitment, seriousness and credibility of host-countries.  In the 
case of Latin America this applies to the institutional aspects that favor economic 
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freedom such as political stability, trade openness and the level of corruption (A.P. 
Montero, 2008).    
 
In line with the above, Bengoa, M. and B. Sanchez-Robles (2003) suggest that countries 
with higher levels of economic freedom are expected to be more efficient and, thus, 
more attractive to FDI.  The authors used the Index of Economic Freedom of the Fraser 
Institute
22
 to test the relevance of this factor as a determinant of FDI and they found 
robust supportive evidence.  Looking at the Index of Economic Freedom in Tables 8a 
and 8b to compare the performance of Latin American and Asian countries in the years 
1985, 1990, 1995, 2000 and 2007 we observe a better performance in Asian Countries.  
These economies show a higher regional average in the summary index, which indicates 
a possible explanation for larger FDI inflows. 
Table 8a Index Economic Freedom of the World - Latin American Countries 
 
1985 1990 1995 2000 2007 
 
Summary 
index 
Rank 
 
Summary 
index 
Rank 
  
Summary 
index 
Rank 
 
Summary 
index 
Rank 
 
Summary 
index 
Rank 
Argentina 3.92 101 4.65 96 6.76 39 7.19 32 5.75 119 
Bolivia 3.6 105 5.65 55 6.73 40 6.79 43 6.38 84 
Brazil 3.62 104 4.29 100 4.51 109 5.85 91 5.92 110 
Chile 5.87 40 6.67 27 7.47 15 7.28 26 8.01 9 
Colombia 5.17 69 5.19 71 5.35 84 5.31 107 5.66 122 
Costa Rica 5.51 56 6.89 17 6.98 31 7.31 23 7.39 30 
Dominican 
Rep. 5.52 54 4.78 90 6.09 63 6.54 59 6.35 85 
Ecuador 5 78 5.55 58 6.26 56 5.67 100 5.84 115 
El Salvador 4.59 89 4.81 89 7.04 27 7.3 24 7.54 22 
Guatemala 5.18 67 5.82 49 6.94 33 6.36 67 7.07 50 
Honduras 5.77 44 5.83 48 6.39 47 6.51 62 6.98 57 
Mexico 4.84 82 6.14 41 6.42 44 6.34 68 6.89 65 
Nicaragua 2.3 110 3.16 110 5.81 70 6.56 57 6.94 60 
Panama 6.72 18 6.77 22 7.65 13 7.41 19 7.67 17 
Paraguay 5.93 37 6.21 38 6.99 30 6.28 70 6.44 82 
Peru 2.9 109 3.96 103 6.29 52 7.08 35 7.21 40 
Uruguay 5.97 35 6.2 39 6.18 57 6.7 45 6.98 57 
Venezuela 6.23 26 5.56 57 4.22 117 5.59 101 4.84 135 
Average 4.92 
 
5.45 
 
6.34 
 
6.56 
 
6.66  
Source: Fraser Institute, dataset of Economic Freedom of the World: 2009 Annual Report available in  
http://www.freetheworld.com/2009/reports/world/EFWdataset2009.xls 
Note: Ranks are calculated using summary index rounded to two decimal points.   
                                                 
22
 For detailed information on the methodology of the Index see the appendix with explanatory notes of 
the Economic Freedom of the World: 2009 Annual Report. 
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Table 8b Index Economic Freedom of the World  
Asian Countries 
 
1985 1990 1995 2000 
2007 
 
Summary 
index 
Rank 
 
Summary 
index 
Rank 
  
Summary 
index 
Rank 
 
Summary 
index 
Rank 
 
Summary 
index 
Rank 
Hong Kong 8.27 1 8.22 1 9.08 1 8.82 1 8.92 1 
Indonesia 6.12 30 6.45 32 6.41 45 5.98 86 6.33 87 
Korea, South 5.74 45 6.23 36 6.33 50 6.58 54 7.28 38 
Malaysia 6.97 12 7.25 15 7.46 16 6.73 44 6.91 63 
Philippines 5.1 72 5.75 50 7.11 25 6.96 42 7.01 53 
Singapore 7.58 5 8.13 2 8.78 2 8.51 3 8.71 2 
Taiwan 6.73 17 7.02 16 7.25 22 7.28 26 7.68 15 
Thailand 6.1 32 6.82 19 7.1 26 6.66 48 6.97 59 
Average 6.58 
 
6.98 
 
7.44 
 
7.19 
 
7.48  
Source: Fraser Institute, dataset of Economic Freedom of the World: 2009 Annual Report available in  
http://www.freetheworld.com/2009/reports/world/EFWdataset2009.xls 
Note: Ranks are calculated using summary index rounded to two decimal points.   
 
In Latin America liberalization has been especially critical to enable TNCs to take 
advantage of both low factor costs and growing local markets.  (A. P. Montero, 2008).  
Although the region does not have a comparative advantage in skilled and unskilled 
labor, compared to other developing regions such as East Asia,
23
 labor market reforms 
in the 1990s managed to reduce labor costs, mainly, by lowering lay-off costs and 
facilitating temporary work (E. Lora, 2001, pp. 17-18).   
 
To analyze the regional performance in trade openness and legal aspects related to the 
ease of doing business, the areas number 4 and 5 of the Index of Economic Freedom 
again show that Asian countries are better ranked than than the Latin American 
economies in both components.  This difference between the regions´ performances is 
probably the result of the development strategies that shape institutional frameworks.  
  
                                                 
23
 See IADB 2001, Chapter 9 for a detailed analysis of labor costs and competitiveness in Latin America 
considering schooling levels.  
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Table 9a Areas 4 and 5 Index Economic Freedom of the World – 
Latin American Countries 
 
Area 4: Freedom to Trade 
Internationally 
Area 5: Regulation of Credit, 
Labor, and Business 
 
1985 1990 1995 2000 2007 1985 1990 1995 2000 2007 
Argentina 2.31 5.41 6.25 7.55 7.24 2.94 2.81 6.01 6.25 6.57 
Bolivia 3.50 5.52 6.36 7.11 6.57 3.12 4.05 4.94 4.09 5.52 
Brazil 4.97 7.36 7.89 7.54 6.88 4.35 5.30 6.20 5.93 6.69 
Chile 
 
5.71 7.16 7.13 8.08 4.40 4.42 5.22 5.92 5.88 
Colombia 3.19 4.84 5.85 6.06 6.36 4.84 5.02 5.14 5.71 5.50 
Costa Rica 3.30 4.48 6.88 7.29 7.56 5.00 4.70 6.60 7.31 6.16 
Dominican Rep. 5.23 4.03 5.61 6.23 7.05 5.02 5.44 6.49 6.61 5.67 
Ecuador 2.59 4.14 6.98 6.29 6.39 5.02 4.85 6.65 6.74 5.11 
El Salvador 3.43 4.60 6.46 7.53 7.28 5.06 5.06 5.57 6.18 7.43 
Guatemala 4.82 6.50 5.30 7.13 3.73 5.06 4.30 4.06 5.56 4.90 
Honduras 2.77 5.75 6.76 6.86 7.43 5.41 5.43 5.39 5.66 6.67 
Mexico 4.67 4.81 6.56 6.41 5.96 5.63 5.63 5.69 5.66 5.88 
Nicaragua 7.43 7.16 7.26 6.93 7.05 6.07 6.07 6.15 6.10 6.00 
Panama 7.33 7.79 8.52 8.24 8.38 6.13 6.23 6.48 6.48 6.28 
Paraguay 4.68 6.44 7.29 8.00 7.65 6.13 6.27 6.39 6.66 6.03 
Peru 5.88 7.25 7.59 7.46 8.52 6.73 6.82 7.07 6.99 8.10 
Uruguay 3.72 5.36 7.02 6.61 7.42  3.99 4.87 4.95 5.41 
Venezuela 5.60 6.24 7.03 7.23 6.97  5.75 5.72 6.00 5.88 
Average 4.44 5.74 6.82 7.09 7.03 5.06 5.12 5.81 6.05 6.09 
Source: Fraser Institute, dataset of Economic Freedom of the World: 2009 Annual Report 
available in  http://www.freetheworld.com/2009/reports/world/EFWdataset2009.xls 
 
Table 9b Areas 4 and 5 Index Economic Freedom of the World - 
Asian Countries 
 
Area 4: Freedom to Trade 
Internationally 
Area 5: Regulation of Credit, 
Labor, and Business 
 
1985 1990 1995 2000 2007 1985 1990 1995 2000 2007 
Hong Kong 6.21 6.46 6.59 7.67 7.09 4.56 5.61 5.53 5.11 6.06 
Indonesia 6.12 7.08 7.13 7.09 7.15 4.85 4.87 4.89 5.28 6.63 
Korea, South 6.11 6.40 7.66 7.61 6.97 5.59 6.39 6.60 6.45 5.71 
Malaysia 6.18 6.74 7.14 7.63 7.66 6.05 5.93 6.14 6.21 6.81 
Philippines 7.30 7.86 7.84 8.08 7.91 6.11 6.17 6.15 6.05 7.02 
Singapore 8.02 8.20 8.24 7.50 7.52 6.70 6.74 6.76 6.28 7.14 
Taiwan 9.70 9.71 9.68 9.32 9.39 7.92 7.89 7.89 7.27 8.22 
Thailand 9.75 9.76 9.77 9.78 9.58 8.85 8.85 8.84 8.76 8.04 
Average 7.42 7.78 8.01 8.08 7.91 6.33 6.55 6.60 6.43 6.95 
Source: Fraser Institute, dataset of Economic Freedom of the World: 2009 Annual Report 
available in  http://www.freetheworld.com/2009/reports/world/EFWdataset2009.xls 
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After discussing the main determinants of FDI in Latin America we move on to review 
the corporate strategies of TNCs in the region.  Recalling John Dunning’s categorization 
of FDI to illustrate different investor motivations, the next table summarizes TNC 
investment strategies in Latin America in the 1990s and 2000s.  It is worth noting that 
even though technological and asset-seeking FDI is very important worldwide, this type 
of investments have not been carried out in the region (ECLAC, 2005). 
 
Table 10 shows how relevant have been natural resource-seeking, market-seeking and 
efficiency-seeking strategies in the region.  Regarding FDI in goods natural resource-
seeking investments have been largely carried out in the Andean Community, Chile and 
Argentina in minerals, gas and petroleum.  On the other hand, market-seeking FDI  has 
primarily focused on the largest economies of the region (Argentina, Brazil and 
Mexico).   
 
Table 10: FDI Strategies in Latin America 
Corporate 
strategy 
and sector 
Natural resource-seeking Local (national or regional) 
market-seeking 
Efficiency-seeking with a 
view to entering third 
markets 
Goods Petroleum and gas: Andean 
Countries, Argentina 
Mining: Chile, Argentina, 
Andean Countries 
Automotive: MERCOSUR 
Chemical: Brazil 
Food: Argentina, Brazil, 
Mexico 
Beverages: Argentina, 
Brazil, Mexico 
Tobacco: Argentina, Brazil, 
Mexico 
Automotive: Mexico 
Electronics: Mexico 
Apparel: Mexico and 
Central America 
Services Tourism: Mexico Finance: Mexico, Chile, 
Argentina, Bolivarian 
Republic of Venezuela, 
Colmbia, Peru, Brazil 
Telecommunications: Brazil, 
Argentina, Chile, Peru, 
Bolivarian Republic of 
Venezuela 
Retail commerce: Brazil, 
Argentina, Mexico 
Electric power: Colombia, 
Brazil, Chile, Argentina, 
Central America 
Gas distribution: Argentina, 
Chile, Colombia, Bolivia 
Back-office services: Costa 
Rica 
Source: ECLAC 2005, Investment Report 2004 pp. 59. Adapted by the author excluding Caribbean countries. 
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In the service sector, only Mexico hosts resource-seeking FDI in tourism and only Costa 
Rica efficiency-seeking FDI in back-office services.  Maquila activities have been 
carried out in Central American countries (El Salvador, Guatemala and Honduras) 
mainly by American firms.  Their geographical proximity and low wages for unskilled 
labor have turned these countries into attractive destinations for efficiency-seeking FDI 
in the apparel sector.  In contrast to the above, market seeking investments have been 
undertaken in most South American countries and Mexico in the finance, 
telecommunications, retail, electric power and gas distribution. 
 
In conclusion, subregional differences in TNCs strategies are very closly related to the 
particularities of the economies.  Nevertheless, it is a fact that the largest portion of FDI 
in Latin America, and especially in South America, has been channeled to natural-
resource and market-seeking projects. 
 
 
5. FDI in Chile and Colombia 
 
Chile was one of the first economies in Latin America to successfully introduce 
liberalizing reforms and therefore it has been typically taken as a model in the region. In 
the 1970s and 1980s the first generation of reforms concentrated on education, 
institutions and the promotion of the external sector.  In the 1990s second- and third- 
generation reforms continued to deepen the liberalization and carried out further 
privatization processes.   
 
In Colombia the liberalization process started gradually in the second half of the 1980s.  
However, the legal framework of a structural reform was laid down later by a new 
constitution in 1991.  It was aimed to modernize the economy and the society, and 
focused on the liberalization of the external trade, the financial and capital markets, and 
the social security system to make labor markets more flexible.  After three decades of 
protectionism (1960s-1980s), in Colombia there was an imminent need to remove 
inefficient and rigid structures. 
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In both Chile and Colombia structural reforms were fundamental to the recomposition 
of the economies and to achieve a better macroeconomic performance.  As a result of 
the liberalization these two countries showed relative high levels of growth in the 
presence of significant FDI inflows.  This is the main reason why these two countries 
are interesting examples to analyze in light of cointegration and causality analyses. 
 
 
5.1. Economic Performance and FDI in Chile 
 
As discussed in ECLAC Investment Report 2000 (Chapter II) in the early 1970s Chile 
was the first country in the region to open up its economy.  The military coup in 1973 
marked the beginning of the first generation of liberalizing reforms, which extended 
over the 70s and the 80s.  Under a strong neoliberal influence macroeconomic 
stabilization and structural reforms were accompanied by a profound transformation of 
the production structure.  The reforms undertaken by the military regime deregulated 
and privatized most sectors of the economy and provided the basis for trade and 
financial liberalization.  While the rest of the region was still following an inward-
oriented economic policy approach, the Chilean government lowered import tariffs and 
promoted exports.  National industries were then exposed to international competition 
and state-owned enterprises were privatized.   
 
To encourage foreign direct investment, in 1974 the Foreign Investment Statute was 
promulgated (Decree Law 600, known as DL 600).  “This new legal framework 
guaranteed access to all production activities, tax stability and non-discriminatory 
treatment vis-à-vis local enterprise. The Chilean authorities used this legal instrument to 
raise the profile of foreign investment, and it soon became one of the main sources of 
financing for a renewed development strategy based on an extensive opening of the 
economy” (ECLAC 2001, Investment Report 2000, pp. 90-91). 
 
Figure 5 shows the evolution of the Chilean inward FDI inflows as percentage of GFCF 
and percentage of GDP.  It indicates that as a result of the liberalization of the economy 
FDI flows indeed increased their importance.  Inward FDI flows as percentage of GFCF 
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considerably increased from 1970 to 2006 going from 0.7% to 25.8%.  In terms of GDP 
FDI inflows had a 0.1% share in 1970 that reached a 12% peak in the year 1999.  In the 
year 2006 the variable fell to 5.4%.  
 
 
 
 
Over the last three decades of the 20
th
 Century Chile experienced two waves of FDI 
flows. The first wave carried out by the military regime in the 1970s and 1980s 
responded to the country abundance of natural resources and the comparative advantage 
linked to the extractive industries.  The main recipient during this first wave of FDI 
flows was the mining sector.  In the 1990s new political and economic circumstances of 
the 1990s after the country returned to a democratic government gave way to the second 
wave of FDI.  The natural resource endowment of Chile and the strong development of 
exports reinforced the interest of TNCs processing and exporting raw materials.  On the 
other hand, privatizations of state-owned companies and the deregulation of the sectors 
of telecommunications, energy, financial services and sanitation services allowed 
foreign investors to enter Chile.  Inflows of foreign capital continued to be channeled to 
the traditional mining sector, but the largest proportion went to the service sector.  
Towards the end of the decade, Chile also received FDI in new sectors such as 
agribusiness, foodstuffs and pulp and paper (ECLAC 2001, Foreign Investment Report 
2000, Chapter II).  
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70 Figure 5: Chile - FDI Flows as Percentage of GFCF 
and Inward Flows as Percentage of GDP (1970-2006) 
Inward FDI flows as a percentage of Gross Fixed Capital Formation 
Net inward FDI flows as percentage of GDP 
Source: World Development Indicators 2008 and UNCTAD World Investment Report 2008 
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Table 11: Chile - Macroeconomic Indicators 1970-1980 
(Index or percentage) 
 1970 1975 1980 1985 1990 
Real GDP (per 
capita) 100 81 108 95 120 
Inflation* (%) 35 341 31 26 21 
Real 
consumption 
(per capita) 100 71 89 75 90 
Investment 
rate**(%) 20 15 18 15 20 
Total 
exports**(%) 11 17 24 27 31 
Terms of 
exchange 100 55 52 34 50 
Unemployment 
rate (%) 3.5 14.9 10.4 12.2 5.3 
real wage index 100 66 122 113 128 
Relation external 
debt/exports*** 2.2 2.4 1.6 4 1.5 
* CPI December to December 
**As percentage of GDP 
*** mid- and long term debt as percentage of total exports 
Source: J. A. Fontaine 1993, pp. 247 based on data from the Central Bank of Chile 
 
Following J.A. Fontaine (1993), Table 11 illustrates the main indicators of the Chilean 
economy between 1970 and 1990
24
.  During this period the country went through 
different reforms that marked the evolution of the economy.   
 
When Allende took office in 1970 his main objective was the reactivation of the 
economy following a marxist-socialist model.  The undertaken reforms established 
direct control of productive sectors, continued the agrarian reform started by the 
previous administration of Eduardo Frei, and raised wages.  As a result “aggregate 
demand expanded rapidly in 1971, stimulated by a 58% nominal increase in central 
government expenditures, a 55% average wage adjustment, tapered to provide larger 
proportional increases to the lower paid workers, and a more than doubling of the 
money supply”.  However, in 1972 the economic performance was not as positive as 
expected.  The economy contracted by 0.8% and the inflation rate rose to almost 75%.  
High speculative prices and a growing black market contributed to the social unrest that 
                                                 
24
 See J.A. Fontaine and the authors quoted therein for a comprehensive analysis of the economic and 
political changes of Chile between 1970 and 1990. 
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led to a critical political instability.  In September 1973 the Allende administration came 
to an end, and the military regime took office following a neoliberal model (World 
Bank, 1980, pp. iii-v). 
 
The World Bank data evidence that despite the first generation of liberalizing reforms 
introduced by the military regime in late 1973 the inflation rate remained very high until 
1978 when it fell to 40.1%.  The economic growth of Chile was particularly poor in 
1975 when the economy contracted by 11.4%.  As shown in figure 6a, in 1976 the 
economy started to recover growing by 3.4% that year.  From 1977 to 1980 Chile 
reported growth rates over 7% thanks to an expansion of exports.  Figure 6b illustrates 
how strong inflationary pressures led to an inflation rate of 505% in 1974 that remained 
over 200% until 1977 when it fell to 91%.   
 
Figure 6a: Chile - GDP Growth 
1970-2007 (Annual percentage) 
Figure 6b: Chile - Inflation, 
Consumer Prices (Annual 
percentage) 
 
 
 
 
 
The economic recovery of the second half of the 1970s came to an abrupt end in the 
early 1980s as a result of the debt crisis.  In 1982 and 1983 the Chilean GDP contracted 
at 10.3% and 3.8% respectively.  The lack of international resources and the generalized 
crisis evidenced the need for additional reforms to bring the country back to the path of 
growth.  According to ECLAC (2001) (Chapter II), as a consequence, further market-
oriented policies were carried out by the military regime to boost external 
competitiveness and recompose the financial sector.  Within the recovery measures debt 
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conversion programs in the period 1985-1991 were intended to diversify the economy.  
They contributed to increase the influx of FDI to non-traditional outward-oriented 
industries.  As a result, cellulose and paper industries as well as alternative agricultural 
and sea products received an important stimulus.  
 
Second and third generation reforms took place in the 1990s after the transition to 
democracy.  They were intended to deepen the initial reforms and stimulate long term 
growth.  Besides privatization and trade liberalization democratic governments worked 
to strengthen the country’s education and judicial systems.  They also oriented their 
efforts to foster the formation of capital and an institutional modernization (E. Aninant, 
2000). 
 
In the 1990s the Chilean economy reached two growth peaks, one in 1992 with 12.3% 
and the other in 1995 with 10.6%.  The government managed to reduce inflation from 
26% in 1990 to 3.3% in 1999.  FDI net inflows grew steadily during the decade 
reaching 8.7 billion US dollars in 1999 equivalent to 12% of GDP (World Bank, WDI 
2008).  
 
FDI flows in the 1990s shifted from the mining sector to services.  During the first half 
of the decade large mergers and acquisitions took place especially in the financial and 
telecommunications sectors.  The second half of the decade was characterized by 
important privatization processes in the energy sector, which allowed FDI flows in that 
sector to account for 27% of total.  As a result of the diversification of FDI, at the end of 
the decade the mining sector had reduced its share from 58% to 24%, and the service 
sector increased its participation from 23% to 37% (ECLAC 2001, Investment Report 
2000, pp. 91-92). 
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As a consequence of second generation reforms and further privatizations FDI inflows 
channeled to the service sector reached 61% in the period 1996-2003.  Investments in 
manufacturing and extractive industries lost importance with respect to the previous 
decade.  In 2007 the sectoral distribution of FDI inflows had a similar structure as in 
2003 (ECLAC 2008, Foreign Investment Report 2007). 
 
According to ECLAC (2001) “The evolution in sectoral FDI trends has also entailed a 
change in the geographic origin of capital flows. The prevalence of North American 
(United States and Canadian) firms in the development of mining megaprojects has 
given way to a strong market presence on the part of European (particularly Spanish) 
firms in the services sector. Between 1990 and 1995, 40% of FDI inflows into the 
country under DL 600 —two thirds of which went to mining projects— originated in 
the United States and a further 22% came from Canadian firms, also mostly in mining. 
During this period there were also significant investments from South African, Japanese 
and British firms participating” (ECLAC, 2001, Foreign Investment Report 2000, 
pp.93). 
Natural 
Resources  
28% 
Manuf. 
11% 
Services 
61% 
Figure 7: Chile - Sectoral Distribution of FDI 
1996-2003 (Percentage) 
Source: ECLAC , Foreign Investment in Latin America and the Caribbean 2004, pp. 63 
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With respect to the main home countries of FDI in Chile it can be observed that the 
United States was a very important investor in the late 1990s, but has reduced its 
investments over the following years.  During the second half of the decade this country 
maintained its presence in the mining sector, but it reduced its average total share as 
foreign investor from 40% in 1990-1995 to 25% in 1996-2000.  Spain was also an 
important investor, particularly, in the service sector (i.e. telecommunications, financial 
services and energy).  This country notably increased its participation as investor from 
2% in 1990-1995 to 30% in 1996-2000 (ECLAC, 2001, Foreign Investment Report 
2000, pp.95-96).  From the year 2001 onwards Canada, the United States and Spain 
continued to be the main investors following the same sectoral patterns of the previous 
decade. 
 
 
5.2. Economic Performance and FDI in Colombia 
 
Colombia like most Latin American countries carried out import substitution 
industrialization policies until the 1980s.  The debt crisis and an urgent need for 
economic recovery led to liberalizing reforms.  Although the structural reforms as such 
only started in 1991, limited reforms in the decades of the 1970s and 1980s allowed the 
-1000 
0 
1000 
2000 
3000 
4000 
5000 
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
Figure 8: Chile -  FDI Net Inflows by Country of Origin 
1998-2007 (Millions of dollars) 
Canada United States Colombia Spain Australia  Others 
Source: ECLAC , Foreign Investment in Latin America and the Caribbean 2007, pp.74 
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economy to increase the participation in GDP of manufacturing and services sectors, 
and helped encourage exports (Kalin, Y., 2009). 
 
FDI inflows to Colombia have traditionally been considered a mechanism to 
compensate for external imbalances and complement domestic savings.  However, in 
the economic history of Colombia there have been different approaches to  foreign 
capital inflows, and thus various levels of restriction to FDI.  For instance, in the 1960s 
and1970s the government relied on FDI to carry out import substitution and export 
diversification policies, as well as to promote the development of certain sectors (Banco 
de la República, 1992). 
 
According to the Colombian Central Bank the main instruments ruling the legal 
framework for foreign direct investments before the structural reform were  the Decree 
444 of 1967 in force until 1991, as well as the Andean Pact subscribed in 1969 and its 
subsequent Decisions
25
.  The Decree 444 or “Exchange Statute”, as it was commonly 
called, introduced a foreign exchange and external trade regime meant to promote social 
and economic development after a dramatic deterioration of the balance of payments in 
1966.  It intended to align the promotion of foreign capital with the economic national 
interests.  The Statute imposed strict controls to FDI through approval criteria regarding 
the type and quality of the investment (Banco de la República, 1992). 
 
In 1970 a booming coffee sector and plenty of foreign loans was the perfect context for 
the authorities to think that FDI was not necessary for the development of the country.  
As a consequence, the foreign exchange controls and protectionist trade policies 
imposed by the Decree 444 were deepened with the Decision 24 of 1970 of the Andean 
Pact.  In spite of the fact that it was partially adopted in Colombia it considerably 
contributed to further restrict FDI inflows.  The Decision 24, among other dispositions, 
obligated foreign firms to become national or mixed companies in a period of 15 years 
and prohibited FDI in sectors such as infrastructure, electric energy, communications 
and telecommunications, and public and sanitation services.  It also restricted the 
                                                 
25
 The legal acts of the Andean Pact (replaced by the Andean Community of Nations in 1997) are the 
Decisions and Resolutions promulgated by the Commission and the General Secretariat, respectively.  All 
legal acts are instruments to accomplish the objectives of the integration agreement. For further 
information see www.comunidadandina.org 
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presence of foreign banks and financial institutions by allowing them to own only up to 
20% of the company and forbidding new investments in the sector (Barajas, A. et. al., 
2000).   
 
In contrast to the restrictive reforms introduced in Colombia during the 1970s regarding 
FDI , Chile underwent an interesting process of liberalization with the promulgation of 
the DL 600 in 1974.  As commented in section 5.1. this decree aimed to recover the 
confidence of foreign investors by granting them access to all sectors.  Certainly FDI 
inflows did not rise immediately, but the new legal framework was successful and its 
provisions on  market entry, capitalization and remittances of foreign capital remain 
largely unchanged today (ECLAC 2001, Investment Report 2000, pp. 90). 
 
Following A. Barajas et. al. (2000) the debt crisis and the falling coffee prices in the 
early 1980s, accompanied by low GDP growth and fiscal deficit led the Colombian 
government to initiate a set of liberalizing reforms.  After almost three decades of 
protectionist policies the Colombian authorities embarked into a gradual 
internationalization process.  Regarding the FDI regime, for instance, in 1987 they 
implemented the Decision 220 of the Andean Pact, which removed most of the 
restrictions stipulated in the Decision 24, except for those limiting the presence of FDI 
in the banking and financial sectors
26
.  
 
The year 1991 marked the beginning of a new era in the Colombian economy with the 
introduction of an ambitious liberalization and modernization program.  On the basis of 
a new Constitution, the government began a comprehensive institutional and economic 
reform.  In the particular case of the FDI legal framework, the Law 9 of 1991 removed 
the existing foreign exchange controls and approval criteria.  It introduced special 
regimes for FDI in sectors such as finance, oil and mining, and investment funds as well 
as the national treatment regardless the origin of the investment (Banco de la República, 
1992).  
 
                                                 
26
 According to A. Barajas et. al. (2000) the Decision 220 introduced the possibility for foreign firms to increase their capital not 
only in case of bankruptcy (as stipulated in Decision 24).  It also eliminated the obligation for TNCs to become national or mixed 
companies, withdrew the upper limit of ownership, removed sector restrictions and allowed firms to reinvest profits above 7%.  
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Figure 9 presents inward FDI inflows as percentage of GFCF and of GDP in Colombia 
for the period 1970 and 2006.  It shows how strict controls to the influx of FDI in the 
1970s translated into a low participation in GFCF and GDP.  It also illustrates the 
impact of liberalization in the 1990s that allowed foreign capital to play a more 
important role in the Colombian economy.   
 
In the 1970s and 1980s inward FDI flows as percentage of GFCF had an average share 
of 1.5% and 5%, respectively.  In the 1990s the average share amounted to 10.5%.  In 
terms of GDP, FDI inflows averaged 0.4%between 1970 and 1979, 1.3% between 1980 
and 1989, and 2.1% between 1990 and 1999.  The participation of net inward FDI 
inflows in the country’s GFCF and GDP in the period 2000 and 2006 evidenced 
important fluctuations, especially FDI as percentage of GFCF. 
 
  
 
 
According to E. Lora et al. (1994), particularly in the 1970s and 1980s, the economic 
growth rate in Colombia closely related to the evolution of international coffee and oil 
prices.  Policy makers were following a development strategy that maintained a scheme 
of import substitution, but simultaneously sought to promote non-traditional exports and 
to stimulate the manufacturing sector.  Except for the year 1975 when GDP growth only 
reached 2.2%, along the decade the economy grew at a range between 4% and 8.5%.  
That decade, rising coffee exports, high international oil prices and great levels of 
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Figure 9: Colombia - FDI Flows as Percentage of 
GFCF and Inward Flows as Percentage of GDP 
(1970-2006) 
Inward FDI flows as a percentage of Gross Fixed Capital Formation 
Net inward FDI flows as percentage of GDP 
Source: World Development Indicators 2008 and UNCTAD World Investment Report 2008 
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devaluation, led to inflation rates that surpassed the 20% mark in the period 1973-1977 
(see figures 10a and 10b). 
 
As mentioned above, the decade of the 1980s started with falling coffee prices and a 
deterioration of the current account balance.  This situation resulted into rising levels of 
central government deficit and external debt (see figures 10c and 10d).  As a 
consequence, the pace of growth of the country decelerated.  Economic difficulties of 
the first half of the decade were somehow alleviated with another, but shorter, coffee 
exports boom in 1986. 
 
Figure 10a: Colombia - GDP Growth  
1970-2007 (Annual percentage) 
 
Figure 10b: Colombia - Inflation, 
Consumer Prices 1970-2007 (Annual 
percentage) 
 
  
 
 
Figure 10c: Colombia - Central 
Government Superávit (+) / Déficit (-) 
1970- 2007 (Percentage of GDP) 
  
 
Figure 10d: Colombia - Central 
Government Mid- and Long Term 
External Debt 1970-2007 (Millions of 
dollars)  
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Source: World Bank, WDI 2008 
Source: Banco de la República (Colombian Central Bank) 
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In the 1990s economic growth in the Colombian economy was mainly driven by an 
increase in total factor productivity.  However, growth rates did not reach the high 
levels experienced in the 1970s (Loayza, Fadjnzylber and Calderón, 2002).  The 
structural reforms contributed to modernize the national economic structure and allowed 
the service sector to increase its participation. 
 
Relatively high rates of growth stopped as a consequence of the Asian crisis in the years 
1998 and 1999, when the country experienced growth levels of 0.6% and -4.2% 
respectively.  The first half of the 2000s went back to the path of growth overcoming 
the 5% mark in 2006 and 2007.  Regarding the evolution of inflation, between 1972 and 
1998 Colombia reported levels beyond 15%.  It was the dramatic price drop resulting 
from the crisis in 1998 that reinforced the falling trend initiated by the structural reform 
and played an important role in controlling the inflation rate.  
 
In relation to FDI inflows, in the second half of the 1990s and the first half of the 2000s 
a more liberalized legal framework and macroeconomic stability were key aspects to the 
attractiveness of the country.  In Colombia´s recent past FDI has played an important 
role in the economic development.  The liberalization of the FDI regime and the 
privatization of state companies in the service sector led to a shift in the distribution of 
the inflows.  As indicated in figure 11, in the period 1996-2003, as a result of the 
structural reform and consistent  with world trends, the service sector received in 
average 70% of total FDI.  The share of manufacturing fell to 22%, and other sectors 
including natural resources accounted for 8% (ECLAC, 2005). 
 
Natural 
Resources  
5% 
Manufacturing 
22% 
Services 
70% 
Other 
3% 
Figure 11: Colombia - Sectoral Distribution 
of FDI 1996-2003 (Percentage) 
Source: ECLAC , Foreign Investment in Latin America and the Caribbean 2004, pp. 63 
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In the 1970s almost three quarters of FDI were channeled to manufacturing, but the 
following decade the mining sector gained considerable importance (M. Kugler, 2006).  
With respect to the investing countries, between 1970 and 1980, while countries such as 
Canada and Mexico reduced their participation European and South American countries 
increased theirs (see table 12).  From 1980 to 1992 the mining sector (coal, oil and 
ferronickel) became the main recipient of FDI and the U.S.A. the main country of origin 
(Lora, E. et al., 1994, pp. 99-101).   
 
Table 12: FDI Registered Inflows by Country of Origin* (Percentage share) 
 1970 1975 1980 1985 1990 1992 
United 
States of 
America 
53 48 54 64 71 65 
Canada 13 11 4 3 2 2 
South 
America 
3 4 7 4 1 1 
Venezuela n.a. n.a. n.a. n.a. 2 4 
Central 
America 
12 14 10 6 6 8 
Mexico and 
the 
Caribbean 
1 1 0 0 0 0 
Europe 18 21 24 22 17 18 
Asia 0 1 1 2 1 2 
Total in 
millions of 
dollars 
457 634 1,060 2,230 3,500 3,953 
*Excludes FID in hydrocarbons 
Source: Lora, E. et al. pp. 101 base on data from the Colombian Central Bank 
 
 
Colombia’s privatization program was the main driver of FDI inflows from 1991 to 
1998.  Financial services, telecommunications and energy were the main recipient 
sectors.  Spanish companies were very active foreign investors in Colombia, in such a 
way that in 1998 the country received 14% of the Spanish FDI in Latin America.  It is 
important to note that average share between 1991 and 1997 was 5% (ECLAC 2000, 
Foreign Investment Report 1999, pp. 136).   
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In the late 1990s and early 2000s European companies and the so called “Translatins” 
increased their presence in Colombia and some years they exceeded the flows originated 
in the United States.  However, over the last decade, US American TNCs have 
continued to be the main foreign investors in the country carrying out important 
investments in oil, mining and financial services sectors.  In Chile, on the other hand, 
FDI originated in the United States has been exceeded by investment flows coming 
from the European Union.  European investors have especially targeted Chile and 
MERCOSUR countries to take advantage of privatizations and they managed to 
increase their presence in that market.  
 
“In the case of Chile, by purchasing large local private groups with a strong presence in 
the region, European firms were able to rapidly increase their market share in South 
America.  In fact, in this part of the continent, European firms –especially Spanish, 
French, Portuguese and Italian concerns– have gained large market shares in several 
services and infrastructure sectors (telecommunications, finance, energy and retail 
sales). …  In the case of the Andean Community countries, economic and political 
instability has dampened the interest of European investors, especially those in the 
-1000 
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Figure 12: Colombia - FDI Net inflows by country of origin  
1998-2007 (millions of dollars) 
United States  Brazil  Panama  Mexico Spain Others 
Source: ECLAC, Foreign Investment in Latin America and the Caribbean 2007, pp.74 
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Mediterranean countries. In the first half of the 1990s, pioneering firms in the area of 
services –most of them Spanish– were heavily involved in the privatization programs of 
Peru and Venezuela.  In the second half of the decade, investor interest remained 
focused on privatization, but this time in Colombia and Bolivia” (ECLAC, 2002, pp. 
104). 
 
 
6. Quantitative Analysis 
 
As discussed in Chapter 3 the growth theory assumes an existing relationship between 
economic growth and foreign direct investment.  In principle the accumulation of 
capital and the transfer of technology, enhanced by foreign investment inflows, should 
result into higher levels of production.  However, when coming to the empirical 
evidence it does not necessarily support the predictions of the theory. 
 
This chapter intends to take a closer look at the cases of Chile and Colombia on a 
country-by-country basis to establish the existence of an FDI-growth linkage at 
macroeconomic and sector levels.  In other words, it aims to demonstrate whether the 
linkage is causal or casual.  Analyzing the corresponding time series with cointegration 
and Granger causality tests this work provides some insights to gain a better 
understanding of the impact of FDI on the economic performance of the two economies 
in question.   
 
The cointegration approach constitutes a very useful econometric tool to assess the 
causal linkages postulated by the Economic Theory.  It is often used to carry out 
structural analyses; to predict the behavior of variables simulating alternative scenarios; 
to observe regional convergence (between regions or countries) and to explain business 
cycles.  Cointegration models allow the researcher to distinguish “real” long-term 
relationships between economic variables from spurious ones (J. Suriñach et. al. 1995).  
Causality tests, on the other hand, enable the researcher to establish the existence of a 
cause-effect linkage and its direction. 
 
 
82 
 
Recalling the literature review, particularly the section on causality, we see that it can be 
assessed at different levels of aggregation depending on the analyzed data i.e. 
macroeconomic, sector, and firm level data.  Even though the approaches have different 
motivations, their results can very well complement each other.  For the cases of Chile 
and Colombia I first examine the causal linkage at the aggregate level, and then I assess 
causality at the sector level.  Since the characteristics and dynamics of all sectors are 
different the second part of the analysis intends to establish whether sectoral causality 
follows the same pattern as in the economy as a whole
27
.   
 
 
6.1. The Data 
 
The data used to carry out the empirical analysis at the aggregate level are the annual 
series of FDI as percentage of gross fixed capital formation (FDIGFCF also referred to 
as FDI) and GDP per capita in logarithmic form (LnGDPpc also referred to as GDP). 
The period covered is 1970-2007 (see Annex 1 for details on the selected variables).   
 
FDI as percentage of gross fixed capital formation was selected as proxy against other 
possible variables, because it reflects how important are FDI flows to the economy in 
terms of their proportion of total productive capital (public and private) and the transfer 
of technology attached to that capital.  It also reflects how relevant globalization and 
economic integration are to economic growth in terms of capital accumulation. 
 
I order to carry out the causality analysis at sector the level I used the data set from G. 
Tondl and J.A. Fornero (2010) taking the respective annual series for eight sectors in 
Chile and Colombia.  According to the data availability and in order to cover a large 
time span for each country I analyzed the period 1980-2006.  The proxy variables for 
FDI and economic growth are sector FDI stocks per employed person (hereafter referred 
to as sector FDI) and sector productivity (see Annex 1 for the details on the selected 
variables).   
                                                 
27
 For a review of empirical works on FDI effects at sector level see G. Tondl and J.A. Fornero (2010), 
and L. Alfaro (2003). 
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It is important to note that the estimations at aggregate and sector levels are not strictly 
comparable, because of the proxy variables involved.  However, the combination of the 
two perspectives provides interesting elements to understand each country´s growth 
dynamics in the presence of FDI.   
 
The proxy variables used in the analysis are relevant to each level of aggregation, and in 
both cases they are suitable to assess causality.  In the literature it is usual that 
macroeconomic growth is proxied by the GDP per capita in logarithmic form as an 
indication of the rate of growth.  Sector estimations, on the other hand, commonly take 
productivity, because it has a closer connection to the sector economic performance.   
 
Regarding the proxies for FDI in this analysis, it is important to mention that the 
variable at the aggregate level is given in terms of flows, while it is given in terms of 
stock at the sector level.  In the former case, FDI as percentage of GFCF measures the 
level of incoming foreign direct investment relative to the accumulation of fixed capital 
and the implied technical change.  In the latter case, sectoral FDI stock per employed 
gives an indication of the intensity of FDI.   
 
Bearing in mind the different specifications of the variables and considering the 
principles of the economic theory, GDP and productivity are considered to be the 
dependent variables, at the macroeconomic and sector levels, respectively.  FDI as 
percentage of GFCF and sector FDI are considered to be the independent ones.  In all 
equations in the next section Y is used to denote the dependent variable, while X is used 
to represent the independent one. 
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6.2. The Econometric Approach 
 
The concept of cointegration was introduced by C. W. J. Granger in 1981 after 
commonly used multi-equation systems proved to make inaccurate predictions.  
Economic shocks of the decade of the 1970s evidenced the so called problem of 
spurious regressions that led to wrong inferences or forecasts.  C. W. J. Granger, 
working on the basis of an error correction model (ECM) proved, however, that when 
two series are cointegrated the linear combination of I(1) variables is stationary (i.e. 
I(0)).  According to this finding and using the methodology he proposed, hypotheses of 
long-term equilibrium relationships between non-stationary series can be accepted or 
rejected by testing the series for cointegration.   
 
From an economic perspective variables may be cointegrated if they move in the same 
direction over time and if the differences between them are stationary, even if each 
variable shows a stochastic trend that makes it non-stationary.  As a consequence, the 
order of integration of the analyzed series is the starting point of the cointegration 
approach.  
 
Most economic data are non-stationary.  This implies that running regressions with such 
data could lead to spurious results (i.e. falsely inferred relationships because of 
misleading values of R
2
, DW and t statistics). For this reason, when working with time 
series, unit root tests and time length are very important to assess stationarity.   
According to Kennedy, P. “the power of unit root test depends much more on the span 
of the data, ceteris paribus, than on the number of observations, i.e., for macroeconomic 
data where long business cycles are of importance, a long span of annual data would be 
preferred to a shorter span with, say, monthly data, even though the latter case may have 
more observations” (Kennedy, P., 2003, pp. 325 and 353). 
 
R. Engle and C. W. J. Granger (1987) formalized the concept of cointegration 
introducing a two-step estimation procedure for cointegration tests.  This procedure 
consists of determining the order of integration of the series of GDP and FDI in levels, 
and regressing GDP on FDI in levels using Ordinary Least Squares (OLS).  The 
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residuals of the linear combination are also tested for stationarity with help of 
augmented Dickey-Fuller (ADF) tests
28
 expecting them to be stationary I(0) as an 
indication of cointegration.   
 
In the ADF test for the null hypothesis of a unit root to be rejected, the calculated ADF 
value should be smaller than the critical values tabulated by Mc. Kinnon.  Considering 
that this test is carried out for each of the variables the test is specified as follows: 
 
                               
   
   
      
 
(1a) 
 
                               
   
   
      
 
 
(1b) 
 
Where Yt  stands for the respective proxy variables of GDP and sector productivity (i.e. 
LnGDPpc and Yj), whereas Xt represents FDI at the aggregate and sector levels (namely 
FDIGFCF and FDIj).     is a constant,    the coefficient on a time trend and    is the 
coefficient to be compared with the critical value.  Only a negative value of    is an 
indication of a non-unit root stationary process.  The    parameters are coefficients 
associated to each lag of the time series, while the index i is a sub-index for time and p 
is the order of the process, i.e. the number of lags included.  Moreover,   has to be large 
enough for      and     to be white noise.  The parameters        and     are the same as 
in Dickey and Fuller tests and independent from    , which under the null hypothesis 
asymptotically follow a normal distribution (Suriñach, 1995, pp. 35). 
 
According to the methodology of Engle and Granger (1987) once the level of 
integration of each variable is evidenced and in order to establish whether the series are 
cointegrated, it is necessary to define a new variable given by the residuals of the linear 
combination of the two variables in levels.  Once the series of the residuals is generated 
we apply either the usual Dickey-Fuller or the Augmented Dickey-Fuller test.  If we 
                                                 
28
 The ADF test is a parametric solution based on an autoregressive process that includes lagged changes 
of the variable as regressors. The ADF statistic used in this test is a negative number; the greater its 
absolute value, the stronger the rejection of the hull hypothesis. See Suriñach, 1995, pp. 29-37. 
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reject the null hypothesis of a unit root in favor of the alternative hypothesis I(0), we 
find that FDI and GDP are cointegrated. 
 
The linear combination to calculate the residuals is given by an OLS regression as 
follows: 
 
                                        (2) 
 
Where    is the dependent variable (namely, LnGDPpc and Yj) in the year t.    is the 
constant and       is the independent variable (namely FDIGFCF and FDIj) in the year 
t.     is the coefficient associated with      and    is the disturbance term. 
 
Scholars agree upon that the Engle and Granger methodology works very well when the 
analysis only involves two series and this is why I use it in the present analysis.  
However, as the work on cointegration carried out by S. Johansen provides an 
alternative methodology I also apply it at the macroeconomic level for the robustness of 
the investigation.  
 
This alternative approach to the Engle and Granger cointegration analysis was first 
presented by S. Johansen (1988, 1991) and then extended by S. Johansen and K. 
Juselius (1990).  It consists of a multivariate framework, which allows for the 
estimation of more than one cointegration vector in the estimated model.  The Johansen 
method works on the basis of a vector autoregression (VAR) and proposes two 
likelihood tests, which are the trace test and the maximum eigenvalue test.  The 
cointegration analysis using the Johansen test is based on a stable autoregressive vector 
(VAR) of order p as follows: 
 
                                 (3) 
 
Where yt is a vector with k non-stationary variables, I(1); zt is a vector of d deterministic 
variables, and  is a vector of perturbations.   
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Once cointegration is established, Granger causality tests help determine whether 
statistically speaking there is a cause-effect relationship.  It tests two null hypotheses of 
non Granger causality (one in each direction)
29
 which, in case of rejection indicate 
evidence for temporal causality.  Depending on the tested null hypothesis variable X and 
Y correspond as follows in the equations explaining Granger Causality tests: 
 
                            
 
   
               
 
   
 
 
 
(4a) 
and 
 
                               
 
   
               
 
   
 
 
(4b) 
 
Where Yt represents GDP per capita in logarithmic form and sector productivity 
depending on the level of aggregation of the analysis.  Xt, on the other hand, represent 
FDI as percentage of gross fixed capital formation and sector FDI stock per employed 
person.  n and m indicate the number of lags of the test and u and v are white noise 
disturbance terms. 
 
On the basis of an autoregressive vector approach, Granger causality tests evaluate 
temporal causality regressing variable Y on its own past and on the past of an exogenous 
variable.  The number of lags of the causality test is given by a VAR for each series 
using the information criterion of Akaike. 
 
 
  
                                                 
29
 The two null hypotheses in Granger causality tests using the respective proxy variables of the aggregate 
and sector level are: “FDI does not Granger causes GDP” and “GDP does not Granger causes FDI”.  The 
rejection of one of the null hypotheses provides an indication of causality in either direction.  When both 
null hypotheses are rejected there is evidence for a bidirectional causal linkage. 
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6.3. Estimations at Aggregate Level 
 
Stationarity and Unit Root Tests 
 
As observed below the line graphs of the series of FDI as percentage of gross fixed 
capital formation and GDP per capita in logarithmic form show an apparent upward 
trend when taking the series in levels, but seem to be stationary when the series are 
differenced. 
 
Figure 13a: FDI as Percentage of GFCF in 
Levels – Chile 1970-2007 
Figure 13b: Natural Logarithm of GDP Per 
Capita in Levels- Chile 1970-2007 
  
Figure 13c: FDI as Percentage of GFCF at 
First Diff – Chile 1971-2007 
Figure 13d: Natural Logarithm of GDP Per 
Capita at First Diff - Chile 1971-2007 
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Figure 13e: FDI as Percentage of GFCF in 
Levels – Colombia 1970-2007 
Figure 13f: Natural Logarithm of GDP Per 
Capita in Levels – Colombia 1970-2007 
  
Figure 13g: FDI as Percentage of GFCF at 
First Diff  – Colombia 1971-2007 
Figure 13h: Natural Logarithm of GDP Per 
Capita at First Diff – Colombia 1971-2007 
  
 
Unit root tests are the starting point of the cointegration analysis.  With help of 
Augmented Dickey-Fuller tests for the series in levels Tables 13 show the results 
indicating that the series of FDI as percentage of GFCF for Chile and Colombia are 
stationary.  In both cases the ADF statistic is smaller than the critical value at the 1% 
significance level.  Therefore, the null hypothesis of a unit root I(1) can be rejected. 
 
In the cases of the GDP per capita in logarithmic form for both countries I fail to reject 
the null hypothesis of a unit root and conclude that the series of GDP in Chile and 
Colombia are non-stationary (See Table 13). 
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Table 13: Unit Root Tests in Levels 
COUNTRY VARIABLE 
 
ORDER OF 
INTEGRATION 
ADF T-
STATISTICS 
CRITICAL VALUES ADF 
TEST* 
 1% Level 5% Level 10% Level 
Chile 
FDIGFCF I(0) -4.708 -4,226 -3,536 -3,200 
LnGDPpc I(1) -3.437 -4,234 -3,540 -3,202 
Colombia 
FDIGFCF I(0) -4.640 -4.226 -3.536 -3.200 
LnGDPpc I(1) -2.797 -4.234 -3.540 -3.202 
* Critical values are taken from MacKinnon (1991)  
 
When differencing both variables the time trend is removed and the condition of 
stationarity is fulfilled.  The results in the following table show that the null hypothesis 
of non-stationarity can be rejected for both series in both countries.  The evidence 
suggests that the series of GDP and FDI in first differences in Chile and Colombia are 
integrated of order zero.  
 
Table 14: Unit Root Tests in First Differences 
COUNTRY VARIABLE 
ORDER OF 
INTEGRATI
ON 
ADF  T-
STATISTIC
S 
CRITICAL VALUES FOR THE ADF 
TEST* 
1% Level 5% Level 10% Level 
Chile 
∆FDIGFCF I(0)   -8.141 -4.234 -3.540 -3.202 
∆LnGDPpc I(0)   -4.455 -4.234 -3.540 -3.202 
Colombia 
∆FDIGFCF I(0) -8.067 -4.243 -3.544 -3.204 
∆LnGDPpc     I(0)** -3.357 -4.234 -3.540 -3.202 
* Critical values are taken from MacKinnon (1991)  
**at the 10% significance level 
 
 
Cointegration Analysis at Aggregate Level 
 
According to Engle and Granger (1987) when two time series are integrated of the same 
order there is an indication that they are related in the long run.  However, to ensure that 
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this is not the case of a spurious regression the next step is to carry out cointegration 
tests performing the ADF unit root test to the residuals.  
 
After running an OLS regression for both Chile and Colombia (as specified in equation 
2) I take the residuals to test them for unit roots.  As mentioned above the logarithm of 
GDP per capita is regressed against FDI as percentage of gross fixed capital formation 
to observe whether a change in the former is explained by a change in the latter.  As 
presented in Table 15 in both cases this linear combination is stationary, because the 
evidence indicates that there is a long-run relationship between the two variables. 
 
Table 15: Order of Integration of the Residuals  
Engle and Granger Cointegration Test  
COUNTRY VARIABLE 
ORDER OF 
INTEGRATION 
ADF T-
STATISTICS 
CRITICAL VALUES ADF TEST* 
1% Level 5% Level 10% Level 
Chile Residuals I(0) -4.665 -4.226 -3.536 -3.200 
Colombia Residuals   I(0)** -3.754 -4.226 -3.536 -3.200 
* Critical values are taken from MacKinnon (1991)  
**at the 5% significance level 
 
In Chile the null hypothesis of a unit root I(1) is rejected at the 1% significance level, 
whereas in Colombia it is rejected the 5% level with a critical value of -3.5.  According 
to the results of the Engle and Granger cointegration test the rejection of the null 
hypothesis of no cointegration indicates that the residuals are integrated of order cero 
I(0).  This means that there does exist a long-term relationship between FDI as 
percentage of GFCF and GDP per capita in logarithmic form and, thus, the variables are 
cointegrated. 
 
To ensure the robustness of the Engle and Granger cointegration tests (1987) I also 
carried out the Johansen cointegration test using the same proxy variables.  This non-
parametric method builds a cointegration vector combining two time series into a single 
one, which is itself stationary. 
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The results of the Johansen test reported in Table 16 for Chile and Table 17 for 
Colombia are consistent with the Engle and Granger cointegration analysis.  They show 
evidence that in both countries the series of FDI and GDP have a long-run relationship 
i.e. they are cointegrated.  
 
Table 16: Johansen Cointegration Test for Chile 
Test (Trace)  
     
     
Hypothesized  Trace 0.05  
No. of CE(s) Eigenvalue Statistic Critical Value Prob. ** 
     
     
None *  0.365459  18.44133  15.49471  0.0175 
At most 1  0.055789  2.066604  3.841466  0.1506 
     
 * denotes rejection of the hypothesis at the 0.05 level 
 **MacKinnon-Haug-Michelis (1999) p-values  
Test (Maximum Eigenvalue) 
     
     
Hypothesized  Max-Eigen 0.05  
No. of CE(s) Eigenvalue Statistic Critical Value Prob. ** 
     
     
None *  0.365459  16.37472  14.26460  0.0229 
At most 1  0.055789  2.066604  3.841466  0.1506 
     
 * denotes rejection of the hypothesis at the 0.05 level 
 **MacKinnon-Haug-Michelis (1999) p-values  
     
1 Cointegrating Equation(s): 
     
     
Normalized cointegrating coefficients (standard error in parentheses) 
LnGDPpc FDIGFCF    
 1.000000 -108.9615    
  (12.3352)    
Adjustment coefficients (standard error in parentheses)  
D(LnGDPpc) -0.027547    
  (0.03722)    
D(FDIGFCF)  0.008692    
  (0.00203)    
     
 
In the case of Chile according to the trace statistic and to the maximum eigenvalue 
statistic we reject the first null hypothesis of none cointegration vectors at the 5% 
significance level and we fail to reject the second null hypothesis of at least one 
cointegration vector also at the 5% significance level.  The results for Chile also show 
the existence of one cointegration vector. 
 
93 
 
The results for Chile with both techniques are consistent with the findings in Ramirez 
(2006b).  According to the author, in Chile FDI and economic growth (in terms of GDP) 
have a cointegrated relationship.  He also finds a long-term relationship between FDI 
and labor productivity. 
 
Table 17: Johansen Cointegration Test for Colombia 
Test (Trace)  
     
     
Hypothesized 
Eigenvalue 
Trace 0.05  
No. of CE(s) Statistic Critical Value Prob. ** 
     
     
None  0.298294  12.84550  15.49471  0.1206 
At most 1  0.002575  0.092812  3.841466  0.7606 
     
 * denotes rejection of the hypothesis at the 0.05 level 
 **MacKinnon-Haug-Michelis (1999) p-values  
Test (Maximum Eigenvalue) 
     
     
Hypothesized  Max-Eigen 0.05  
No. of CE(s) Eigenvalue Statistic Critical Value Prob. ** 
     
     
None  0.298294  12.75269  14.26460  0.0855 
At most 1  0.002575  0.092812  3.841466  0.7606 
     
 * denotes rejection of the hypothesis at the 0.05 level 
 **MacKinnon-Haug-Michelis (1999) p-values  
1 Cointegrating Equation(s): 
     
     
Normalized cointegrating coefficients (standard error in parentheses) 
LnGDPpc FDIGFCF    
 1.000000 -40.07198    
  (6.57370)    
Adjustment coefficients (standard error in parentheses) 
D(LnGDPpc) -0.035853    
  (0.03496)    
D(FDIGFCF)  0.016044    
  (0.00481)    
     
 
In the case of Colombia according to the maximum eigenvalue statistic we reject the 
first null hypothesis of none cointegration vectors at the 10% significance level and we 
fail to reject the second null hypothesis of at least one cointegration vector also at the 
10% significance level.  
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The cointegration equations at the bottom of the table show the normalized and the 
adjustment cointegration coefficients evidencing the existence of one cointegration 
vector.  This finding is similar to that in K.H. Zhang (2001).  Using a similar 
econometric approach (i.e. Engle and Granger, and Johansen cointegration tests), even 
though taking different proxy variables, the author reports cointegration for five 
countries among which Colombia is included. 
 
Taking both countries, the evidence found supports the existence of a long-run 
relationship between FDI and growth. These results coincide with the empirical studies 
from P. Basu, et. al. (2003) and H. Hansen and J. Rand (2006), although they apply 
different tests.  Both works investigate the causal link between the variables in question 
for a group of countries among which Chile and Colombia are included.  Conducting 
panel cointegration tests the authors conclude that FDI and economic growth have a 
strong relationship, even though to P. Basu, et. al. (2003) the linkage is heterogeneous 
depending on trade openness and to H. Hansen and J. Rand (2006) it should be 
homogeneous across countries running from FDI to GDP. 
 
 
Granger Causality Tests at Aggregate Level 
 
Taking a further step, in this section I intend to find out whether the growth-driven FDI 
hypothesis applies for any of the two analyzed countries.  In Chile and Colombia 
growing amounts of FDI after the liberalizing macroeconomic reforms seem to coincide 
with economic growth.  In such scenarios the question to ask would be whether this 
coincidence responds or not to the proven long-term causal relationship between FDI 
and growth. 
 
Table 18 reports the Akaike Information Criterion resulting from the estimation of a 
VAR for each of the series of both countries in order to establish the number of lags of 
the Granger causality test as specified in Equations (4a) and (4b). 
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Table 18: Chile and Colombia VAR models – Akaike Information Criterion 
 Chile - AIC Colombia - AIC 
Lags FDIGFCF LnGDPpc FDIGFCF LnGDPpc 
1 7,31031 -3,015695 6,61232 -4,644073 
2 7,50034 -2,016654 6,91632 -3,682424 
3 7,56747 -1,490154 6,67120 -3,190101 
4 7,59513 -1,141454 6,63240 -2,913858 
5 7,54571 -0,938070 6,63036 -2,559558 
6 7,76025 -0,907574 7,03253 -2,817350 
 
The results of causality tests for Colombia and Chile shown in Tables 19a and 19b 
evidence that the direction of causality in the Granger sense goes from GDP to FDI.  As 
observed below for both countries I fail to reject the first null hypothesis “FDIGFCF 
does not Granger causes LnGDPpc” at the 1% significance level.  Regarding the second 
null hypothesis “LnGDPpc does not Granger causes FDIGFCF” I can reject it at the 1% 
significance level.   
 
Table 19a: Chile - Granger Causality Tests 
Sample: 1970-2007 Lags: 1 Obs: 37  
Null Hypothesis: F-Statistic Probability 
FDIGFCF does not Granger Cause LnGDPpc  0.39528  0.53374 
LnGDPpc does not Granger Cause FDIGFCF  19.5491  9.5E-05 
 
Table 19b: Colombia - Granger Causality Tests 
Sample: 1970-2007 Lags: 1 Obs: 37  
Null Hypothesis: F-Statistic Probability 
FDIGFCF does not Granger Cause LnGDPpc  1.34355  0.25448 
LnGDPpc does not Granger Cause FDIGFCF  8.46122  0.00635 
 
The findings in the tables above correspond to the results presented in A. Chowdhury 
and G. Mavrotas (2003), and K.H. Zhang (2001).  They also coincide with J. I. Choe 
(2003) who maintains that even though causality can run in either direction, “the effects 
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are more apparent from growth to FDI than from FDI to growth” (J. I. Choe, 2003, 
pp.54)
30
. 
 
According to L. R. De Mello (1997) “FDI may take place in a developing economy 
because its growth prospects have made it more attractive to foreign investors.  As a 
result, unobservable factors related to the growth dynamics of the recipient economy 
may have a stronger association with FDI and hence stimulate larger inflows” (L. R. De 
Mello, 1997, pp. 27).  In the case of Latin America Trevino et. al. (2002a) find that 
privatization, GDP size and inflation rates have a positive and significant relationship to 
FDI inflows (Trevino et. al., 2002a, pp. 40-43).   
 
In view of the reported results and taking into account that an important portion of FDI 
inflows to Chile and Colombia have been market-seeking it is not surprising that the 
results above show a causal relationship running from GDP to FDI.  This suggests that 
policy-makers should pay more attention to growth as an important determinant of FDI. 
 
 
6.4. Estimations at Sector Level 
 
The relevance of sector level analyses is very well explained by G. Tondl and J.A. 
Fornero (2008) who point out that empirical studies using macroeconomic data “do not 
distinguish between different sectors where FDI is operating. This seems to be 
problematic and is likely to hide interesting relationships which appear within and 
across sectors” (G. Tondl and J.A. Fornero, 2008, pp. 2).  Also, C. Chakraborty and P. 
Nunnenkamp (2006) indicate that the structure and type of FDI are relevant for the FDI-
growth relationship (C. Chakraborty and P. Nunnenkamp, 2006, pp. 2).   
 
This Section investigates the causal linkage between FDI and growth at the sector level.  
Carrying out Engle and Granger cointegration tests and Granger causality tests the 
                                                 
30
 Refer to the literature review in Chapter 3 for a closer look at these works. 
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objective is to establish whether the causal linkage follows the same pattern as the 
aggregate level and whether it is homogeneous in all industries. 
 
In theory, causality between FDI and growth at sector level can run in either direction.  
However, researchers usually presume that it runs from FDI to growth and investigate 
the direct and indirect effects.  Some authors agree upon that the impact of FDI on 
sectoral output depends mainly on how interrelated are local and foreign firms within 
and across sectors
31
.  For instance, L. Alfaro (2003) concludes that FDI flows in 
manufacturing have a positive effect, whereas they have a negative impact on the 
primary sector.  According to the evidence found by the author the effect in the service 
sector is ambiguous. (L. Alfaro, 2003, pp. 13).   
 
From a different approach P. Nunnenkamp and J. Spatz (2003) examine the effects of 
FDI on growth at sector level considering both host country and industry characteristics.  
They also take into account the motivation of investor companies (i.e. resource-seeking, 
market-seeking and efficiency seeking) and find that growth effects are not 
homogeneous.  The authors conclude that the interplay between country and industry 
characteristics in deed influences the effects on growth.  Furthermore, they observe that 
in the presence of efficiency-seeking FDI the relationship between growth and FDI is 
stronger.   
 
For the purpose of this chapter I analyze causality for the following eight sectors.
32
  
 
Table 20: List of Sectors Analyzed 
AB - Agriculture and fishing F - Construction 
C- Mining and quarrying GH - Trade, repair, hotels and restaurants 
D - Manufacturing I - Transport and communications 
E - Electricity, gas and water supply JK - Financial intermediation and business services 
Source: G. Tondl and J.A. Fornero (2010) 
 
                                                 
31
 This is what in the literature is called intra- and interindustry linkages. 
32
 The series to run sector estimations were taken from the data set used in G. Tondl and J.A. Fornero 
(2010) based on UNCTAD sectoral FDI stocks grouped by the ISIC Rev. 1.1 1 digit classification. 
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As discussed in chapter 5 both Chile and Colombia underwent structural reforms with 
clear consequences on FDI inflows.  Even though privatization and liberalization 
impacted some sectors more than others, in general terms, these economies increased 
their degree of openness and larger amounts of FDI entered the countries.  Chile and 
Colombia pose interesting cases to investigate whether in all industries economic 
growth precedes FDI or vice versa.  Particularly, because the availability of natural 
resources in both countries makes them attractive for extractive industries and 
privatizations turned the service sector into the main recipient of FDI in the 1990s. 
 
 
Stationarity and Unit Root Tests on Sectoral Series 
 
The following line graphs of sector FDI (in blue) and sector productivity (in red) 
illustrate the evolution of the variables for the period 1980-2006 for both countries.  In 
very few sectors the series in levels seem to move together over the years.   
 
Figure 14a: Sector FDI & Productivity Levels – 
Agriculture & Fishing - Chile 1980-2006
33
 
Figure 14b: Sector FDI & Productivity 1
st
 
Diff– Agriculture & Fishing - Chile 1981-2006 
  
  
                                                 
33
 Color blue represents sector FDI and color red represents sector productivity. The vertical axis 
corresponds to the series in logarithmic form, while the horizontal axis indicates the years. According to 
G. Tondl and J. A. Fornero sector FDI is defined as the “logarithm of gross value added (GVA) in sector j 
in constant US$ (2000 prices) per employed person” and sector productivity as the “logarithm of FDI 
stock in US$ in sector j per employed in sector j” (for a detailed explanation see Annex 1 or see the 
appendix in G. Tondl and J. Fornero, 2010, pp. 28). 
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Figure 14c: Sector FDI & Productivity Levels – 
Mining & Quarrying - Chile 1980-2006 
 
Figure 14d: Sector FDI & Productivity 1
st
 
Diff– Mining & Quarrying - Chile 1981-2006 
  
Figure 14e: Sector FDI & Productivity Levels – 
Manufacturing - Chile 1980-2006 
Figure 14f: Sector FDI & Productivity 1
st
 Diff– 
Manufacturing - Chile 1981-2006 
 
 
Figure 14g: Sector FDI & Productivity Levels – 
Electricity, Gas & Water Supply - Chile 1980-2006 
Figure 14h: Sector FDI & Productivity 1
st
 
Diff– Electricity, Gas & Water Supply - 
Chile 1981-2006 
  
Figure 14i: Sector FDI & Productivity Levels – 
Construction - Chile 1980-2006 
Figure 14j: Sector FDI & Productivity 1
st
 
Diff– Construction - Chile 1981-2006 
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Figure 14k: Sector FDI & Productivity Levels – 
Trade, Repair, Hotels, Restaurants  
Chile 1980-2006 
Figure 14l: Sector FDI & Productivity 1
st
 
Diff – Trade, Repair, Hotels, Restaurants 
Chile 1980-2006 
  
Figure 14m: Sector FDI & Productivity Levels – 
Transport & Communications  
Chile 1980-2006 
Figure 14n: Sector FDI & Productivity Levels – 
Transport & Communications 
Chile 1980-2006 
  
 
Figure 14o: Sector FDI & Productivity Levels – 
Financial Intermediation & Business Services - 
Chile 1980-2006 
 
Figure 14p: Sector FDI & Productivity Levels – 
Financial Intermediation & Business Services - 
Chile 1980-2006 
  
 
The line graphs of sector FDI in Chile clearly show how reforms in the 1990s 
influenced the behavior of the variables.  On the other hand, sector productivity seems 
to grow slightly, even in sectors where the growth of FDI stock per employed was 
stronger.  The series in levels for all sectors appear not to move together over the 
analyzed period.  They are evidently non-stationary and it is very probable that a linear 
combination of them would do so evidencing the absence of cointegration. 
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Figure 15a: Sector FDI & Productivity Levels – 
Agriculture & Fishing-Colombia 1980-2006 
Figure 15b: Sector FDI & Productivity 1st Diff– 
Agriculture & Fishing - Colombia 1981-2006 
  
Figure 15c: Sector FDI & Productivity Levels – 
Mining & Quarrying - Colombia 1980-2006 
Figure 15d: Sector FDI & Productivity 1st Diff– 
Mining & Quarrying Colombia 1981-2006 
 
Figure 15e: Sector FDI & Productivity Levels – 
Manufacturing - Colombia 1980-2006 
 
 
Figure 15f: Sector FDI & Productivity 1
st
 Diff– 
Manufacturing - Colombia 1981-2006 
  
Figure 15g: Sector FDI & Productivity Levels – 
Electricity, Gas & Water Supply - Colombia 
1980-2006 
Figure 15h: Sector FDI & Productivity 1
st
 Diff– 
Electricity, Gas & Water Supply - Colombia 
1981-2006 
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Figure 15i: Sector FDI & Productivity Levels – 
Construction - Colombia 1980-2006 
Figure 15j: Sector FDI & Productivity 1
st
 Diff– 
Construction - Colombia 1981-2006 
  
 
Figure 15k: Sector FDI & Productivity Levels – 
Trade, Repair, Hotels, Restaurants – 
Colombia 1980-2006 
 
Figure 15k: Sector FDI & Productivity Levels – 
Trade, Repair, Hotels, Restaurants – 
Colombia 1980-2006 
  
 
Figure 15m: Sector FDI & Productivity Levels – 
Transport & Communications –  
Colombia 1980-2006 
 
 
Figure 15m: Sector FDI & Productivity Levels – 
Transport & Communications –  
Colombia 1980-2006 
  
 
Figure 15o: Sector FDI & Productivity Levels – 
Financial Intermediation & Business Services - 
Colombia 1980-2006 
 
Figure 15p: Sector FDI & Productivity Levels – 
Financial Intermediation & Business Services 
Colombia 1980-2006 
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Similarly to Chile, sector FDI in Colombia increased as a consequence of the 
liberalizing reforms of the 1990s.  Nevertheless, sector productivity remained stable or 
even appears to decrease in a few sectors.  Differently from Chile, where none of the 
series seem to be cointegrated, in Colombia the series in levels of sectors AB and C 
appear to be cointegrated. 
 
In order to verify the results of the line graphs analyses we move on to the Engle and 
Granger two-step test of cointegration.  Taking as point of departure the ADF tests 
specified in Equations (1a) and (1b), the following tables report the unit root tests for 
sector FDI stocks per employed and sector productivity in Chile and Colombia.  While 
Tables 21a and 22a report the results of the series in levels, Tables 21b and 22b report 
the results in first differences. 
 
Table 21a: Chile - Unit Root Tests Sector FDI and Productivity in Levels 
SECTOR VARIABLE 
ORDER OF 
INTEGRATION 
ADF T-
STATISTIC 
CRITICAL VALUES* 
1% 5% 10% 
 AB 
  
Sector FDI I(1) 1,559 -2,661 -1,955 -1,609 
Productivity I(1) -1,832 -3,724 -2,986 -2,633 
 C Sector FDI I(1) 0,483 -2,669 -1,956 -1,608 
  Productivity I(1) 0,936 -2,661 -1,955 -1,609 
 D Sector FDI I(1) -3,622 -4,441 -3,633 -3,255 
  Productivity I(1) -3,561 -4,374 -3,603 -3,238 
 E Sector FDI I(1) -3,185 -4,058 -3,120 -2,701 
  Productivity I(1) -4,322 -4,394 -3,612 -3,243 
 F Sector FDI I(1) -2,912 -4,416 -3,622 -3,249 
  Productivity I(1) 1,483 -2,657 -1,954 -1,609 
 GH Sector FDI I(1) -4,089 -4,498 -3,658 -3,269 
  Productivity I(1) -1,570 -4,356 -3,595 -3,233 
 I Sector FDI I(1) -2,58 -4,356 -3,595 -3,233 
  Productivity I(1) -2,887 -4,356 -3,595 -3,233 
 JK Sector FDI I(1) -3,287 -4,374 -3,603 -3,238 
  Productivity I(1) -3,388 -4,498 -3,658 -3,269 
*McKinnon (1996) one-sided p-values 
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Table 21b: Chile - Unit Root Tests Sector FDI in First Differences 
SECTOR VARIABLE 
ORDER OF 
INTEGRATION 
ADF T-
STATISTIC 
CRITICAL VALUES* 
1% 5% 10% 
 AB 
  
Sector FDI     I(0)** -2,435 -2,669 -1,956 -1,608 
Productivity     I(0)** -3,807 -4,374 -3,603 -3,238 
 C Sector FDI I(1) -0,549 -2,680 -1,958 -1,608 
  Productivity I(0) -3,189 -2,661 -1,955 -1,609 
 D Sector FDI I(1) -1,913 -4,498 -3,658 -3,269 
  Productivity I(1) -3,571 -4,374 -3,603 -3,238 
 E Sector FDI I(0) -5,084 -4,416 -3,622 -3,249 
  Productivity     I(0)** -2,143 -2,661 -1,955 -1,609 
 F Sector FDI I(1) -3,048 -4,498 -3,658 -3,269 
  Productivity I(0) -4,241 -2,661 -1,955 -1,609 
 GH Sector FDI I(1) -1,708 -2,669 -1,956 -1,608 
  Productivity I(0) -4,157 -2,661 -1,955 -1,609 
 I Sector FDI I(0) -5,074 -4,441 -3,633 -3,255 
  Productivity I(0) -3,005 -2,661 -1,955 -1,609 
 JK Sector FDI     I(0)** -2,525 -2,669 -1,956 -1,608 
  Productivity I(0) -4,054 -2,665 -1,956 -1,609 
*McKinnon (1996) one-sided p-values 
** at the 5% significance level 
 
 
According to Table 21a, in the case of Chile all the series in levels are non-stationary at 
the 1% significance level.  This confirms the conclusion of the line graph analysis 
above.  When assessing stationarity in first differences (see Table 21b) part of the series 
do not become stationary, at the 1% and 5% significance levels. These series are: sector 
FDI in C, D, F and GH, and sector productivity in D. 
 
In Table 22a stationarity tests for Colombia indicate that sector FDI in levels is only 
stationary in C at the 1% significance level.  All other series are non-stationary at the 
same significance level.  When contrasting these results with the line graphs above, 
certainly, the only variable that seems to be stationary is that of sector C (in Figure 22c). 
 
Table 22b reporting unit root tests for the series in differenced form shows that all of 
them reach stationarity at the 1% significance level, except for sector FDI in D which 
remains non-stationary. 
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Table 22a: Colombia - Unit Root Tests Sector FDI and Productivity in Levels 
SECTOR VARIABLE 
ORDER OF 
INTEGRATION 
ADF T-
STATISTIC 
CRITICAL VALUES* 
1% 5% 10% 
 AB  Sector FDI I(1) -1,692 -3,711 -2,981 -2,630 
 
Productivity I(1) -3,357 -4,356 -3,595 -3,233 
 C Sector FDI I(0) -5,559 -3,711 -2,981 -2,630 
  Productivity I(1) -2,250 -3,711 -2,981 -2,630 
 D Sector FDI I(1) 3,553 -2,657 -1,954 -1,609 
  Productivity I(1) 0,140 -2,657 -1,954 -1,609 
 E Sector FDI I(1) 0,340 -2,661 -1,955 -1,609 
  Productivity I(1) -2,493 -4,356 -3,595 -3,233 
 F Sector FDI I(1) 2,453 -2,657 -1,954 -1,609 
  Productivity I(1) 0,978 -2,657 -1,954 -1,609 
 GH Sector FDI I(1) 3,881 -2,657 -1,954 -1,609 
  Productivity I(1) -3,945 -4,498 -3,658 -3,269 
 I Sector FDI I(1) -1,982 -4,356 -3,595 -3,233 
  Productivity I(1) -2,304 -2,661 -1,955 -1,609 
 JK Sector FDI I(1) -3,556 -4,441 -3,633 -3,255 
  Productivity I(1) -2,744 -3,711 -2,981 -2,630 
*McKinnon (1996) one-sided p-values 
 
Table 22b: Colombia - Unit Root Tests Sector FDI and Productivity in First 
Differences 
SECTOR VARIABLE 
ORDER OF 
INTEGRATION 
ADF T-
STATISTIC 
CRITICAL VALUES* 
1% 5% 10% 
 AB  Sector FDI I(0) -4,532 -2,669 -1,956 -1,608 
 
Productivity I(0) -4,984 -4,441 -3,633 -3,255 
 C Sector FDI I(0) -5,677 -2,669 -1,956 -1,608 
  Productivity I(0) -4,928 -2,661 -1,955 -1,609 
 D Sector FDI I(1) -2,398 -2,700 -1,961 -1,607 
  Productivity I(0) -3,825 -2,661 -1,955 -1,609 
 E Sector FDI I(0) -3,373 -2,669 -1,956 -1,608 
  Productivity I(0) -5,254 -2,661 -1,955 -1,609 
 F Sector FDI I(0) -5,673 -2,669 -1,956 -1,608 
  Productivity I(0) -4,832 -2,661 -1,955 -1,609 
 GH Sector FDI I(0) -2,927 -2,700 -1,961 -1,607 
  Productivity I(0) -4,506 -2,661 -1,955 -1,609 
 I Sector FDI I(0) -4,233 -2,661 -1,955 -1,609 
  Productivity I(0) -6,702 -3,724 -2,986 -2,633 
 JK Sector FDI I(0) -3,738 -2,692 -1,960 -1,607 
  Productivity I(0) -6,163 -2,661 -1,955 -1,609 
*McKinnon (1996) one-sided p-values  
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Engle and Granger Cointegration Analysis at Sector Level 
 
Following the Engle and Granger methodology, after testing the series for stationarity in 
levels and first differences, sector productivity is regressed on sector FDI according to 
the specification of Equation (2).  As explained in section 6.2., the residuals of this OLS 
regression are also tested for unit roots.  Only in the cases when the null hypothesis of a 
unit root can be rejected the existence of cointegration can be established.  The results 
of these tests are reported below in Tables 23a for Chile and 23b for Colombia.   
 
Table 23a: Chile – Order of Integration of the Residuals 
Engle & Granger Cointegration Test 
SECTOR VARIABLE 
ORDER OF 
INTEGRATION 
ADF T-
STATISTIC 
CRITICAL VALUES* 
1% 5% 10% 
AB  Residuals I(1) -2,147 -2,661 -1,955 -1,609 
 C Residuals I(1) -1,660 -2,661 -1,955 -1,609 
 D Residuals I(1) -3,765 -4,356 -3,595 -3,233 
 E Residuals I(1) -1,598 -4,992 -3,875 -3,388 
 F Residuals I(1) -1,887 -2,657 -1,954 -1,609 
GH  Residuals I(1) -1,785 -2,657 -1,954 -1,609 
 I Residuals I(1) -2,486 -2,657 -1,954 -1,609 
 JK Residuals I(1) -2,669 -2,661 -1,955 -1,609 
*McKinnon (1996) one-sided p-values 
 
Even though at the aggregate level the econometric analysis for Chile points to a long-
term causal linkage, considering the results presented in Table 23a this pattern does not 
maintain at the sector level.  The evidence above indicates absence of cointegration 
between FDI and productivity in all sectors at the 1% significance level.  According to 
the tests applied to the residuals, they are not stationary and therefore the OLS 
regression is to be considered spurious.   
 
The evidence can be considered an indication of the role of sector FDI in productivity 
gains that does not seems to be decisive to growth.  It is probable that other variables 
need to be incorporated into the analysis and, therefore, another methodology allowing 
for more than two variables would be more suitable. 
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On the other hand, the lack of a long-term relationship can respond to short run 
dynamics or external shocks that influence the relationship between the analyzed 
variables.  One example of such external factors that may have affected some sectors´ 
productivity is the energy crisis that affected Chile in the late 1990s.  Together with 
other countries of the Southern Cone, Chile received numerous foreign companies 
(mainly European) willing to expand operations and take advantage of the privatization 
processes in the gas and electricity sectors.  Instead of upgrading and increasing the 
generation capacity, the energy system saturated, and regulatory and weather problems 
led to a generalized crisis in the regional energy market (ECLAC 2005).   
 
To sum up, there is not enough evidence to prove a long-term relationship. This means 
that the impact of sector FDI on the Chilean economy is probably influenced by external 
and internal factors that should also be considered.   
 
Table 23b: Colombia – Order of Integration of the Residuals 
Engle and Granger Cointegration Test 
SECTOR VARIABLE 
ORDER OF 
INTEGRATION 
ADF -
STATISTIC 
CRITICAL VALUES* 
1% 5% 10% 
AB  Residuals I(1) -2,975 -4,356 -3,595 -3,233 
 C Residuals I(1) -2,429 -2,657 -1,954 -1,609 
 D Residuals I(1) -1,589 -2,657 -1,954 -1,609 
 E Residuals I(1) -2,208 -2,657 -1,954 -1,609 
 F Residuals I(1) -2,057 -2,657 -1,954 -1,609 
GH  Residuals I(1) -2,412 -2,657 -1,954 -1,609 
 I Residuals I(1) -2,364 -2,657 -1,954 -1,609 
 JK Residuals I(0) -2,969 -2,657 -1,954 -1,609 
*McKinnon (1996) one-sided p-values 
 
Results reported for Colombia coincide in all sectors with those of Chile, except for 
sector JK.  According to the evidence above, in the Colombian sector of financial 
intermediation and business services, there is a long-term causal linkage between sector 
FDI and productivity.  Even though the line graphs did not seem to move together over 
the analyzed period, the stationarity tests of the residuals point to cointegration.  This 
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can respond to the structure of the sector and the importance of FDI to its productivity 
after its liberalization in the 1990s. 
 
In Colombia the liberalizing reforms of the 1990s not only provided a new legal 
framework for FDI, but also improved the business environment.  Particularly, 
manufacturing and services were largely exposed to the international competition and 
became target of international investors.   
 
In an investigation on productivity and its determinants in the Colombian manufacturing 
industry, Echavarria et. al. (2006) find that productivity growth was higher in the 1990s 
compared to the 1980s.  This was a result of the economic reforms that brought about an 
“inward-looking” trade openness (i.e. high imports; low tariff and non-tariff barriers) 
that favored the technological change of some industries (Echavarria et. al, 2006, pp. 4). 
The authors conclude that the favorable evolution of productivity is associated to a good 
economic performance and market-oriented policies, but not to FDI.  Even though their 
analysis pursued a different objective, these results may explain to some extent the 
absence of cointegration between FDI and productivity in the Colombian manufacturing 
sector. 
 
The same as in Chile, in Colombia the existence of cointegration between FDI and 
productivity at  the sector level cannot be established for most sectors.  This can indicate 
that there are other factors to be considered when assessing causality meaning that the 
cause-effect relationship between FDI and productivity materializes through different 
mechanisms.   
 
 
Granger Causality Tests at Sector Level 
 
According to the cointegration tests above only one sector in Colombia evidences a 
long-term causal linkage between sector FDI and productivity.  However, these results 
do not necessarily rule out the existence of a short run linkage.  To test for short-run 
causality at sector level Tables 24a and 24b illustrate Granger causality tests. 
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The results for Chile indicate that productivity Granger causes FDI in sectors AB and C, 
at the 5% and 1% significance level, respectively.  In sectors D, and I causality runs 
from sector FDI to productivity at the 1% significance level, and in GH at the 10%. In 
the case of F it runs in both directions at the 5%.  If we compare the causal pattern at the 
sector level with that of the aggregate level, we observe that growth only Granger 
causes FDI in two industries of the primary sector (i.e. agriculture and fishing, and 
mining and quarrying).  
 
Table 24a: Chile – Granger Causality Tests 
Sample: 1980-2006 
 
  
 
SECTOR NULL HYPOTHESIS LAGS 
 
OBS 
F-
STATISTIC PROB. 
AB   1 26     
  Sector FDI does not Granger cause Productivity     1,676 0,208 
  Productivity does not Granger cause Sector FDI     4,672 0,041 
C   1 26     
  Sector FDI does not Granger cause Productivity     2,637 0,118 
  Productivity does not Granger cause Sector FDI   
 
8,487 0,008 
D   1 26     
  Sector FDI does not Granger cause Productivity     16,084 0,001 
  Productivity does not Granger cause Sector FDI     1,504 0,233 
E   1 14     
  Sector FDI does not Granger cause Productivity     0,085 0,776 
  Productivity does not Granger cause Sector FDI     0,076 0,788 
F   1 23     
  Sector FDI does not Granger cause Productivity     6,475 0,019 
  Productivity does not Granger cause Sector FDI     8,141 0,010 
GH   1 26     
  Sector FDI does not Granger cause Productivity     4,193 0,052 
  Productivity does not Granger cause Sector FDI     0,123 0,729 
I   1 26     
  Sector FDI does not Granger cause Productivity     9,104 0,006 
  Productivity does not Granger cause Sector FDI     1,397 0,249 
JK   1 26     
  Sector FDI does not Granger cause Productivity     1,447 0,241 
  Productivity does not Granger cause Sector FDI     2,200 0,152 
 
The relationship between FDI and productivity in non-traditional sectors like 
manufacturing, probably responds to the strengthening of the outward-oriented 
development strategy of the Chilean government in the second half of the 1980s and 
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1990s.  This strategy increased the inward FDI and the exports and also improved the 
terms of trade contributing to a better economic performance (M. Ramirez, 2006b).   
 
In the service sector, privatization and liberalization were the main factors attracting 
FDI and, thus, stimulating the sector growth.  For instance “telecommunications has 
been one of the economy’s fastest growing sectors, with increasing coverage and 
improved quantity and quality of services, technological advances and rate reductions.  
In fact, from 1.3% of GDP in 1989, telecommunications came to account for 3.5% 
1998, with an annual average investment of US$ 900 million” (ECLAC, 2001, Chapter 
II, pp. 119-120). 
 
With respect to the reinforcing effect found between FDI and productivity in the 
Chilean construction sector it can be the result of institutional factors making the sector 
attractive to foreign investors that also made it more productive. 
 
For Colombia, the evidence presented in Table 24b suggests that only in sectors C and I 
Granger causality follows the pattern identified at the aggregate level.  For these two 
sectors productivity Granger causes FDI at the 5% and 1% significance level, 
respectively.  Looking back to the economic history of the country, during the structural 
reforms of the 1990s mining and telecommunications were among the sectors with the 
largest privatization processes (Cubillos, M. and V. Navas, 2000). 
 
The sectors reporting Granger causality form FDI to productivity at the 1% and 10% are 
AB and JK, respectively.  It is worth noting that sector JK is the only one that proved 
cointegration, so that a clear direct causal relationship can be established.  Such results 
have probably to do with the financial liberalization of the 1990s that allowed for 
foreign financial institutions to invest in the country and brought about interesting 
changes, particularly, in the banking sector.  The entrance of FDI to the sector enhanced 
the level of competition, lowered intermediation costs and improved the operative 
efficiency (A. Barajas et al., 2000).  In this particular sector FDI seems to have a direct 
effect on sector productivity gains. 
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Table 24b: Colombia – Granger Causality Tests 
Sample: 1980-2006 
SECTOR NULL HYPOTHESIS LAGS 
 
OBS 
F-
STATISTIC PROB. 
AB   1 26     
  Sector FDI does not Granger cause Productivity 
 
  9,257 0,006 
  Productivity does not Granger cause Sector FDI 
 
  1,543 0,227 
C   1 26     
  Sector FDI does not Granger cause Productivity 
 
  0,013 0,911 
  Productivity does not Granger cause Sector FDI 
  
4,681 0,041 
D   1 26     
  Sector FDI does not Granger cause Productivity 
 
  4,572 0,043 
  Productivity does not Granger cause Sector FDI 
 
  5,035 0,035 
E   1 26     
  Sector FDI does not Granger cause Productivity 
 
  1,462 0,239 
  Productivity does not Granger cause Sector FDI 
 
  1,583 0,221 
F   1 26     
  Sector FDI does not Granger cause Productivity 
 
  0,069 0,795 
  Productivity does not Granger cause Sector FDI 
 
  2,977 0,098 
GH   1 26     
  Sector FDI does not Granger cause Productivity 
 
  2,517 0,126 
  Productivity does not Granger cause Sector FDI 
 
  1,887 0,183 
I   1 26     
  Sector FDI does not Granger cause Productivity     0,054 0,819 
  Productivity does not Granger cause Sector FDI     8,247 0,009 
JK   1 23     
  Sector FDI does not Granger cause Productivity     2,815 0,109 
  Productivity does not Granger cause Sector FDI     0,245 0,626 
 
With regard to the manufacturing sector in Colombia, it is the only sector in which the 
evidence indicates bidirectional causality at the 5% significance level.  This feedback 
effect of FDI and growth can be the consequence of the shift in sector FDI that occurred 
in the 1990s towards more capital intensive subsectors.  Segments such as the chemical, 
petrochemical and pharmaceutical started to receive larger amounts of foreign capital 
enabling the transfer of technologies and reinforcing the attraction of FDI (Cubillos, M. 
and V. Navas, 2000, pp. 31). 
 
When comparing the results of Granger causality tests at the sector level, it can be 
observed that the only coincidence between Chile and Colombia appears in mining and 
quarrying (C), and electricity, gas and water supply (E).  In the former sector both 
countries evidence that the direction of causality runs from productivity to FDI, 
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following the causal pattern of the aggregate level.  In the latter sector, in both 
countries, results do not allow to establish Granger causality between the analyzed 
variables.  
 
Considering the particular characteristics of extractive industries such as copper (in 
Chile) and petroleum and coal (in Colombia) it is not surprising that more productive 
sectors attract larger amounts of FDI.  In both countries, it was until the first half of the 
1990s that mining and quarrying became the main recipient of FDI and investments 
were dominated by North American TNCs
34
 (ECLAC, 2001 and UNCTAD, 2006a).   
 
According to Cubillos, M. and V. Navas (2000) in the 1990s FDI in the Colombian oil 
sector boomed not only because of new discoveries, but also because a new legal 
framework increased the returns rates.  In the Chilean copper sector “the large 
investments of the first half of the 1990s were attributable to the country’s excellent 
natural advantages, a favorable regulatory framework, technological advances in the 
industry and promising market conditions during the period” (ECLAC, 2001, pp. 129).  
These circumstances together with a rising international prices may explain the outcome 
of the causality analysis for the mining sector in Chile and Colombia. 
 
When analyzing the results for electricity, gas and water supply, where neither 
cointegration nor Granger causality could be established, it is interesting to note that in 
the second half of the 1990s both countries underwent privatization programs that 
shifted the sectoral distribution of FDI towards the service sector.  As a consequence, 
European firms and, especially the Spanish ones gained importance as foreign investors.  
In the particular case of electricity, the Spanish firms Enersis and Gener acquired 
important assets all over Latin America that put them in an advantageous position 
(ECLAC, 2001 and UNCTAD, 2006a).  Because of the nature of this sector performing 
a public service, its structure does not allow for high competition levels, and therefore 
productivity does not play an important role in the attraction of FDI. 
 
                                                 
34
 Examples of North American firms present in the mining and quarrying sector in Colombia are: Exxon 
Mobil, Texas Petroleum, Drummond Ltd., Occidental de Colombia Inc. Examples for Chile are: Phelps 
Dodge Corporation, Exxon Mobil Corporation, Placer Dome Inc. (ECLAC 2001) 
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Finally, after discussing the differences and similarities in the results of Chile and 
Colombia it can be observed that structural reforms and economic liberalization played 
a very important role in the countries´ economic performance.  Nevertheless, the 
evidence on the causal linkage between FDI and growth at the aggregate and sector 
levels is not conclusive.  Following C. Chakraborty and P. Nunnenkamp (2006) it can 
be argued that it is not only the volume of FDI that matters, but also its quality that 
combined with the local absorptive capabilities have different growth effects
35
.   
 
 
7. Conclusions and Policy Implications 
 
Over the last decades developing countries have gained importance as FDI recipients 
and success stories of FDI-driven growth strategies have encouraged policy-makers to 
promote FDI as an instrument to stimulate economic development.  Latin America was 
not the exception and the economies are actively working on the attraction of foreign 
direct investment. 
 
After carrying out structural reforms Chile and Colombia have shown relatively high 
levels of growth in the presence of significant FDI inflows.  Given that they have some 
similarities and have mainly hosted resource-seeking and market-seeking FDI, these 
two countries posed interesting cases to examine the causal relationship between 
economic growth and FDI.  As discussed in the thesis, the occurrence of growth-driven 
FDI has a close connection to the determinants of FDI.  In the case of Latin America 
where FDI inflows are predominantly market-seeking and resource seeking institutional 
aspects and macroeconomic performance are said to be very important factors to attract 
investors (L. J. Trevino and, F. G. Mixon Jr., 2004, and Montero, A. P., 2008).   
 
The main contribution of this thesis is to address the question of causality at both 
macroeconomic and sector levels.  With the aim to establish whether the causal linkage 
follows the same pattern at both levels of economic aggregation, the document 
                                                 
35
 See C. Chakraborty and P. Nunnenkamp (2006) for a review of previous works demonstrating that “the 
type of FDI and its structural composition matter at least as much for economic growth effects as does the 
overall volume of inward FDI” (pp. 2) 
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investigated the existence of a long term relationship and explored the hypothesis of 
growth-driven FDI undertaking cointegration and Granger causality tests.  Even though 
the results of the macroeconomic and sector levels are not strictly comparable, they do 
give interesting insights regarding the causal relationship between economic growth and 
FDI in Chile and Colombia. 
 
Estimations at the aggregate level used annual series of FDI as percentage of gross fixed 
capital formation and GDP per capita covering the period 1970-2007.  On the other 
hand, estimations at the sector level used the data set from G. Tondl and J.A. Fornero 
(2010) taking the respective annual series for eight sectors in Chile and Colombia for 
the period 1980-2006.  The proxy variables for FDI and economic growth were sector 
FDI stocks per employed person and sector productivity.   
 
In light of the cointegration analyses it was very interesting to observe that even though 
at the macroeconomic level for both countries the evidence suggested the existence of a 
long term causal linkage (i.e. the variables were cointegrated) at the sector level such a 
relationship could only be established for the Colombian sector of financial 
intermediation and business services.  This result can indicate that in most Chilean and 
Colombian sectors the intensity of FDI might not be enough to impact productivity.  In 
other words, other factors related to the absorptive capabilities would need to be 
considered to explain productivity gains, and thus sector growth.  
 
Regarding the direction of causality, the empirical results confirmed the hypothesis of 
growth-driven FDI at the aggregate level, but failed to do so in most sectors.  The 
evidence was heterogeneous across the industries and also between the two countries.  
According to this, the main conclusion of the thesis is that in Chile and Colombia 
growth Granger causes FDI at the macroeconomic level, but the direction of causality at 
the sectoral level depends on the country and the sector.  There were sectors such as 
agriculture (in Chile), transport and communications (in Colombia) and mining (in both 
countries) where productivity improvements led to FDI increases.  Also sectors in 
which causality ran in the opposite direction such as manufacturing, trade and transport 
& communications (in Chile), and agriculture and financial services (in Colombia).  In 
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sectors where the evidence was not enough to indicate any direction, it can be the case 
that the causal linkage needs to be assessed incorporating other factors to the analysis.  
 
Considering the sectoral results, in a future research it would be interesting to 
investigate sector-specific determinants of FDI (i.e. trade openness, institutional 
environment, quality of infrastructure, economic freedom, domestic investment, etc.) 
and whether they influence the relationship between sector FDI and productivity.  With 
a methodology of causality that allows for more than two variables, such an analysis 
would reveal the growth implications of FDI taking into account the host country 
conditions.  Another possibility could be to analyze the connection between the country 
of origin or the type of investment (such as Greenfield or M&A) to the growth effects of 
inward FDI.   
 
From a policy point of view, and responding to the questions raised at the beginning of 
the document, the Chilean and Colombian governments should be aware of the fact that 
at the aggregate level FDI seems to be motivated by economic growth and not vice 
versa.  In addition to that, there is not a uniform long term linkage at sector level and the 
direction of causality is not homogeneous across sectors.  Considering this as well as the 
conclusions and evidence provided by different scholars, FDI-led growth strategies as 
have been implemented over the last decades might not have the expected impact.  The 
reason is because the positive effects of FDI do not materialize automatically in the host 
economy (De Mello Jr., Luiz R, 1999; NR. Narula and B. Portelli, 2004 and authors 
quoted therein).   
 
As discussed in section 3.2. growth-enhancing effects through capital accumulation or 
productivity improvements only benefit the host economy when certain conditions (i.e. 
absorptive capabilities) are given.  Such conditions relate, among others, to the 
availability of skilled labor, the openness of the trade regime, the productive structure 
and some institutional aspects.  Furthermore, "the developmental impact of FDI rests on 
the dynamics of the transfer of technology, but more importantly on the extent of 
integration of multinational enterprises affiliates in the host country systems and how 
much upgrading of local capabilities takes place over time since it is vital that foreign 
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agents of dynamic comparative advantage must complement rather that substitute local 
agents” (Narula, R. and B. Portelli, 2004, pp. 13).  
 
Policy-makers should work on comprehensive development strategies that reinforce the 
growth trend and encourage FDI inflows under coherent industrial and trade policies.  
Only in this way TNCs´ strategies can be aligned to national development interests.  
Governments should also consider the characteristics of each industry in order to turn 
the causal linkage into a bidirectional one stimulating productivity gains and making the 
sectors attractive to FDI.  “Apart from improving the local availability of a sufficiently 
qualified labor force, host countries are well advised to focus on developing sound 
institutions, which appear to be a prerequisite for attracting, and benefiting from both 
market-seeking and efficiency-seeking FDI” (Nunnenkamp, P., and J. Spatz, 2003, pp. 
40).  
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Annex 1: Proxy variables and sources 
Name of the 
variable 
Definition and calculations Period Source 
LnGDPpc Logarithm of gross domestic product per capita 
in constant US$ (2000 prices) 
1970-2007 World 
Development 
Indicators 2008 
FDIGFCF Ratio of FDI inflows flows to gross fixed capital 
formation in current prices. 
1970-2007 UNCTAD World 
Investment Report 
2008 
Yj According to the Appendix in G. Tondl and J.A. 
Fornero (2010): logarithm of gross value added 
(GVA) in sector j in constant US$ (2000 prices). 
  
GVA sector j at 2000 US$ calculated from total 
GVA 2000 US$ and sectoral structure of GVA 
at current prices GVAj/ ∑j GVAj (Data: 
ECLAC) 
 
Employed persons in sector j from sectoral 
employment shares (ECLAC) and total 
employment (WDI). Employed persons include 
salary and self employed. 
1980-2006 ECLAC 
 
World 
Development 
Indicators 2007 
 
FDIj According to the Appendix G. Tondl and J.A. 
Fornero (2010): logarithm of FDI stock in US$ 
in sector j per employed in sector j. 
 
FDI Stocks from UNCTAD, completed with 
data from Central Banks and national 
investment agencies. 
 
Missing data completed by (i) interpolation, (ii) 
backward and forward completion by 
subtracting and adding FDI flows. 
 
Employed persons see above. 
1980-2006 UNCTAD 
 
 
